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Federal Tax Collection and 
Lien Problems 
(First Installment) 


WILLIAM T. PLUMB, JR. 


N EVER before has there been so much interest, extending far be- 
yond the tax bar, in problems of tax collection and liens.! The ur- 
gency of providing revenues for $70 billion budgets has led the Gov- 
ernment to aggressive collection efforts and to the taking of legal 
positions that would have been unheard of a few years ago. Led by 
the Supreme Court, which has very rarely rejected the Govern- 
ment’s position in a collection case, the courts have step-by-step 
strengthened the hand of the tax collector. We have long since 
learned to keep the substantive tax law in mind in every major busi- 
ness transaction. Now we must make collection law as well a factor 
in our calculations. 


WILLIAM T. PLums, JR., a member of the New York and District of Columbia Bars, is an 
associate of the firm of Hogan and Hartson, Washington, D. C. 

1 Three Sections of the American Bar Association have committees studying the prob- 
lems. The writer, who may be addressed in care of the Section of Taxation, American Bar 
Association, 1025 Connecticut Avenue, Washington, D.C., will weleome correspondence 
concerning problems that should be dealt with by remedial legislation. To be most helpful, 
please show in detail how your problem arose, what was done, and what you believe the 
statute should provide (with actual suggested language, if possible), in order fully to pro- 
tect the legitimate interests of the Government, the taxpayer, and the affected third party. 

Articles on tax liens by members of our Committee include: Clark, Federal Tax Liens 
and Their Enforcement in Procerpines oF New York UNIVERSITY FirrH ANNUAL IN- 
STITUTE ON FEDERAL TAXATION 185 (1947), 33 Va. L. Rev. 13 (1947) ; Anderson, Federal 
Tax Liens—Their Nature and Priority, 41 Cauir. L. Rev. 241 (1953); Sarner, Correla- 
tion of Priority and Lien Rights, 95 U. or Pa. L. Rev. 739 (1947). Other comprehensive 
studies include BREWSTER, DISTRAINT UNDER FEDERAL REVENUE LAws (1937) ; Reeve, The 
Relative Priority of Government and Private Liens, 29 Rocky Mt. L. Rev. 167 (1957) ; 
Wolfen and Cohan, The United States as a Creditor for Taxes, 35 Taxes 684 (1957) ; Ken- 
nedy, The Relative Priority of the Federal Government: The Pernicious Career of the In- 
choate and General Lien, 63 YaLE L.J. 905 (1954); Reid, Tax Liens, Their Operation 
and Effect in PRocEEDINGS oF NEw York UNIVERSITY NINTH ANNUAL INSTITUTE ON FED- 
ERAL TAXATION 563 (1951); Wahl, The Assessment and Collection of Federal Tazes, 3 
Mrmr L.Q. 209 (1949). A full bibliography is included in Reeve, supra at 168. 
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TaxPAYER’s OsiicaTions, Ricuts, AND REMEDIES 


Let us first discuss the problems you must consider as the repre- 
sentative of the taxpayer himself or of members of his family before 
turning to the difficulties faced by those who have dealings with him. 

Assessment, Notice, and Demand. In most instances, the first step 
toward collection is the assessment of the tax.? Assessment may be 
based upon the return filed by the taxpayer (a process sometimes 
inaccurately referred to as self-assessment),* or it may be based 
upon a determination of additional tax by the Internal Revenue 
Service after exhaustion of administrative audit procedures. In the 
case of income, estate, and gift taxes, in the absence of a finding that 
the tax is in jeopardy, the taxpayer is entitled to an opportunity, if 
he so chooses, to litigate his liability in the Tax Court before the 
additional tax may be assessed and collected.* The taxpayer may, 
however, waive that right and consent to immediate assessment.® In 
the case of taxes other than income, estate, and gift taxes, once ad- 
ministrative review is exhausted, assessment and collection will 
follow, with no opportunity for prior litigation in the Tax Court.*® 

As soon as practicable after assessment, and in any event within 
sixty days, the District Director is required to give notice to the tax- 
payer and make demand for payment.’ However, if the taxpayer 
files his return early and the assessment is then made before the tax 


2 The duty to assess taxes is delegated to the District Director and the Assistant Re- 
gional Commissioner, Appellate. Reg. Sec. 301.6201-1 (1954). The taxpayer is entitled, 
upon request, to a copy of the record of assessment. I.R.C. § 6203 (1954). 

8 T.R.C. § 6201(a) (1) (1954). See Atlantic Mutual Ins. Co. v. McMahon, 153 F.Supp. 
48, 51 (S.D.N.Y. 1957) ; United States v. Amori, 136 F.Supp. 601 (N.D. Cal. 1955). See 
also Sellin, Report of Round Table on Procedures for Assessment and Collection of Federal 
Income Taxes, 5 Tax L. REv. 481, 488 (1950). 

4I.R.C. §§ 6212 and 6213 (1954). If collection would be jeopardized by such delay, the 
tax may be assessed, but the taxpayer may nevertheless litigate in the Tax Court if he de- 
sires. I.R.C. § 6861 (1954). Concerning stay of enforcement pending such litigation, see 
I.R.C. § 6863(b) (2) and (3) (1954) ; Reg. 118, Sec. 39.273-1(c). 

5 I.R.C. § 6213(d) (1954). 

6 The possibility of litigating the liability in the district court before payment is con- 
sidered infra. See discussion pp. 289-296 infra. 

7ILR.C. § 6303(a) (1954). The notice and demand may be made personally upon the 
taxpayer, mailed to his last known address, or left at his dwelling or usual place of busi- 
ness. Id. See also note 12 infra. The Regulations state that the fact that such notice is de- 
layed beyond the prescribed 60 days does not invalidate such notice. Reg. Sec. 301.6303-1 
(a) (1954). Cf. Jenkins v. Smith, 99 F.2d 827 (2d Cir. 1938), reversing 21 F.Supp. 433 
(D.Conn. 1937), in which the District Court has even gone so far as to allow a refund of 
tax, merely because it had been paid pursuant to a belated demand. The appellate court’s 
refusal to allow a refund does not necessarily support the view that a belated demand would 
be sufficient to fix the lien or to permit distraint. 
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is due, payment will not be demanded before the due date, unless col- 
lection would be jeopardized by delay.*® 

The General Tax Lien. A major instrument of tax enforcement is 
the tax lien. Its purposes are to immobilize the taxpayer’s property 
until the tax is paid or enforcement steps are taken and to protect 
the Government’s priority as against other creditors.® Although 
the greatest controversies arise in the latter connection,’ probably 
the more important function of the lien is to force the taxpayer to 


pay by tying up his property. 

Period of Lien. Upon the neglect or refusal of the taxpayer to pay 
a tax after demand, a lien is automatically created on all the tax- 
payer’s property without further act by the Director." Although 
proof of a demand, or waiver thereof, is prerequisite to the exist- 
ence, filing, and enforcement of the lien,’” the lien relates back to 
the time of assessment * (except as against mortgagees, pledgees, 


8 I.R.C. § 6303(b) (1954). 1t is difficult to see the efficacy of allowing a demand, even 
in case of jeopardy, before the date when the taxpayer is under a statutory duty to make 
payment. It is doubtful that such demand would even fix a lien on his property (see note 
12 infra), since the taxpayer could not be said to have ‘‘ neglected or refused’’ to pay if the 
tax is not legally due. 

® Reid, supra note 1, at 563. 

10 Priorities are discussed in the Second Installment of this paper appearing in the May 
issue. 

11 T.R.C. § 6321 (1954). While filing of the lien is necessary to validate it against certain 
third parties, filing is not essential to the existence of the lien. See Maryland Casualty Co. 
v. Charleston Lead Works, 24 F.2d 836, 838 (E.D.S.C. 1928). See also § 6323(a) (1954). 

12 See Detroit Bank v. United States, 317 U.S. 329, 335 (1943) ; Sherman B. Ruth, Inc. 
v. O.8.V. The Marie & Winifred, 150 F.Supp. 630 (D.Mass. 1957), rehearing, 155 F.Supp. 
37 (D.Mass. 1957). However, Directors have been, at least in the past, instructed to file 
liens immediately after assessment if there is ground for apprehension that an attempt will 
be made to defeat the lien by making transfers or placing encumbrances; then, for safety 
where large sums are involved, refiling is directed after refusal of demand. Reg. 12, Art. 
44 (1920). An informal oral demand, by which the Government in the course of its dealings 
with the taxpayer makes known its expectation of payment of a sum certain, may suffice 
to give rise to the lien, and it seems the lien may arise without demand if demand is 
waived. In re Baltimore Pearl Hominy Co., 5 F.2d 553 (4th Cir. 1925). The filing of a 
claim in probate court is equivalent to a demand (United States v. Ettelson, 159 F.2d 193 
(7th Cir. 1947)), although that is not the only way to make demand upon a decedent’s 
estate. G.C.M. 9991, XI-1 Cum. BuLL. 135 (1932). 

13 T.R.C. § 6322 (1954). See United States v. Rosenfeld, 26 F.Supp. 433 (E.D.Mich. 
1938). Cf. MacKenzie v. United States, 109 F.2d 540, 541-542 (9th Cir. 1940); United 
States v. Pacific R.R., 1 Fed. 97 (E.D.Mo. 1880). Before the 1954 Code the lien related 
back not to assessment, but to receipt of the assessment list from the Commissioner by the 
District Director. I.R.C. § 3671 (1939). The change, however, is not one of substance, but 
merely reflects a change of assessment procedure. Assessments are now made in the Di- 
rector’s office, not received from the Commissioner. See Hertzog, Administrative and Pro- 
cedural Changes in the New Code, 32 Taxs 855, 859 (1954). It is of interest that from the 
time of the first federal tax lien statute in 1865 (13 Star. 470-471) until 1879 (20 Srar. 
331), the lien related back not merely to the receipt of the assessnrent list, but to the orig- 
inal due date of the tax. See United States v. Pacific R.R., supra. 
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purchasers, and judgment creditors),’* and the date of demand has 
no bearing on the relative priority of the lien.” 

The lien continues until the liability is satisfied or becomes unen- 
forceable by reason of lapse of time.’® Although the basic statute 
of limitations for collection of an assessment is six years from such 
assessment,’” one cannot safely assume that a lien more than six 
years old has expired. The time may have been extended by con- 
sents '* which will not show on the record.’® The time may have been 
suspended while the taxpayer’s assets were in the custody of a court 
and for six months thereafter (except in the case of a decedent’s or 
incompetent’s estate).*® Various provisions also suspend the time 
on account of military service.” Furthermore, the commencement of 
a collection suit will keep the statute open; ** and if the tax claim is 
reduced to a judgment in favor of the Government, on which limi- 


14 The requirement of section 6323 (1954) that the lien be filed in order to be valid 
against those listed is discussed in the Second Installment of this article appearing in the 
May issue. 

15 Macatee, Inc. v. United States, 214 F.2d 717 (5th Cir. 1954). However, complete ab- 
sence of proof of demand at any time will defeat the Government’s priority, since there 
will be no lien. Cattani v. Korsan, 29 N.J. Super. 581, 103 A.2d 51 (N.J. Super. Ct. 1954), 
appeal dismissed on other grounds, 32 N.J. Super. 210, 108 A.2d 110 (N.J. App. Div. 
1954). Furthermore, it appears that if the taxpayer transfers rather than merely suffers a 
lien upon his property in the interim between assessment and demand, the lien may not 
relate back to attach to such property. United States v. Pacific R.R., 1 Fed. 97 (E.D.Mo. 
1880). See Sarner, supra note 1, at 745. The point would rarely be important in view of the 
protection accorded purchasers and encumbrances as against the unfiled lien, on the one 
hand (supra note 14), and the liability of donees of insolvent taxpayers to transferee pro- 
ceedings, on the other. But the principle of the Pacific R.R. case might be important pro- 
tection to the donee of a solvent taxpayer during that interval. 

16 T.R.C. § 6322 (1954). 

17 I.R.C. § 6502(a) (1954). 

18 I.R.C. § 6502(a) (2) (1954). In the case of a stale tax claim, there may well have been 
a series of compromise offers, each containing a provision suspending the running of limi- 
tations during its consideration and for one year thereafter. The periods so specified are 
cumulated and added to the original period of limitation. United States v. Havner, 101 
F.2d 161 (8th Cir. 1939). 

19 Equitable Life Assur. Society v. Moore, 29 F.Supp. 179 (E.D.Ill. 1939). Although 
the taxpayer may obtain and record a release of lien when the time finally expires (see 
note 254 infra), the Director takes no initiative to clear the title. Cf. G.C.M. 26419, 1950-1 
Cum. BULL. 125. 

20 T.R.C. § 6503(b) (1954). 

2150 U.S.C. Appendix § 573 (1952) (Soldiers and Sailors Civil Relief Act); I.R.C. § 
7508 (a) (1) (I) and (J) (1954). 

22 United States v. Ettelson, 159 F.2d 193 (7th Cir. 1947) ; United States v. Spreckels, 
50 F.Supp. 789 (S.D. Cal. 1943). A proceeding directed only against specific property 
would not keep the time open for reaching other property, but usually a personal judgment 
is sought as well as foreclosure of the lien. 
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tations never run, the tax lien, which is not superseded by the judg- 
ment lien, will last forever.” 

Property Subject to Lien. The general tax lien is a sweeping lien, 
embracing all property and rights to property belonging to the tax- 
payer, whether real or personal, including intangible property,” 
equitable interests,”® and anything which is subject to ownership.” 
The lien attaches to after-acquired property immediately upon ac- 
quisition ** and requires no seizure or other action to perfect it.” 
Although it is the most ‘‘general’’ of liens, it is not ‘‘inchoate,’’ * 
and the property in effect has two owners, the taxpayer and the 
United States, from the time the lien arises.*! The lien is not de- 
feated by a change in the form of the property.* But an infirmity in 
the taxpayer’s title, whereby it may be terminated or otherwise lost, 
will affect the tax lien thereon as well.* 


23 United States v. Ettelson, 159 F.2d 193 (7th Cir. 1947). Cf. Investment & Securities 
Co. v. United States, 140 F.2d 894 (9th Cir. 1944). In the latter case it was the judgment 
lien that was enforced, and the Court referred to the tax debt as merged in the judgment. 
But it was the tax lien that was enforced in the Ettelson ease by proceedings appropriate 
thereto rather than the judgment lien, which would be subject to the rules of state law. 
28 U.S.C. § 1962 (1952); Fsp. R. Civ. P. 69. If the Government had relied on the judg- 
ment, as distinguished from the tax lien, it would have been subject to state time limits on 
execution (Custer v. McCutcheon, 283 U.S. 514 (1931)), although not to state statutes of 
limitations with respect to reviving the judgment (United States v. Jenkins, 141 F.Supp. 
499 (S.D. Ga. 1956), aff’d 238 F.2d 83 (5th Cir. 1956) ). See note 38 infra, concerning the 
effect of state exemptions from execution. 

24 T.R.C. § 6321 (1954). 

25 Glass City Bank v. United States, 326 U.S. 265 (1945). 

26 See Anderson, supra note 1, at 250. 

27 See Citizens State Bank v. Vidal, 114 F.2d 380, 383 (10th Cir. 1940). In establishing 
that the subject of the suit (a debt) was ‘‘property’’ to which the lien applied, the Court 
stated three tests: that it was subject to ownership; that it was transferable; and that it 
could be brought under the dominion of a court by any of its usual processes. It does not 
necessarily follow that property which fails one or more of the tests is free of the lien. 
Concerning non-transferable property, see note 34 infra; concerning property which is 
exempt from judicial process, see note 38 infra. 

28 Glass City Bank v. United States, 326 U.S. 265 (1945). Examples would be compen- 
sation, rents, crops, inheritances, ete. Despite the general rule that pre-existing judgment 
liens attach ratably to after-acquired property rather than in the order in which they arose 
(Note, 67 A.L.R. 1301 (1930) ), the tax lien is preferred to intervening liens as against 
such property. United States v. Blackett, 220 F.2d 21 (9th Cir. 1955). 

29 Roberts & McInnis v. Emery’s Motor Coach Lines, 50-2 U.S.T.C. { 9455 (W.Va. Cir. 
Ct. 1950). See Anderson, supra note 1, at 244. 

30 United States v. City of New Britain, 347 U.S. 81, 84 (1954). See Anderson, supra 
note 1, at 243-244. 

31 United States v. City of Greenville, 118 F.2d 963, 965 (4th Cir. 1941). 

32 Behrens v. United States, 130 F.Supp. 93 (E.D.N.Y. 1955), aff’d, 230 F.2d 504 (2d 
Cir. 1956), cert. denied, 351 U.S. 919 (1956) ; United States v. Hoper, 242 F.2d 468 (7th 
Cir. 1957). See notes 79-80 infra. 

38 This principle may apply where the taxpayer holds an option which expires (Rev. Rul. 
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The tax lien probably attaches even to property which by law or 
contract is non-transferable without the consent of a third party, 
for example, a franchise, a liquor license, or a leasehold.** At any 
rate, if such property is in fact transferred for a consideration, the 
tax lien attaches to the proceeds.* 

Exempt Property. The law contains a list of property which is ex- 
empt from levy,** but no comparable provision exempting such 
property from the lien. Therefore, it is quite possible that property 
which could not be distrained upon by administrative action might 
be taken by judicial foreclosure.**’ However, no such case appears to 
have arisen. In any event, it is clear that the tax lien is not subject to 
the exemption laws of the states ** or of any other federal law pro- 
viding exemption. In fact, property which prior private judgment 


54-154, 1954-1 Cum. Buu. 277); where he holds under an unrecorded deed (Reiter v. 
Kille, 143 F.Supp. 590 (E.D.Pa. 1956)), or holds an unrecordable equitable interest 
(United States v. Dickerson, 101 F.Supp. 262, 272-273 (D.Mo. 1951), which is defeated by 
a third party’s rights; possibly where the taxpayer has permitted another to appear to be 
the owner and is estopped to deny such ownership (Matter of Mid-West Tar Products Co., 
1957-2 U.S.T.C. 9 9765 (D.Md. 1956) (point raised but not decided)); where the tax- 
payer by default in his contract forfeits his rights to payment (Fidelity & Deposit Co. v. 
New York City Housing Authority, 241 F.2d 142 (2d Cir. 1957)); where he holds a 
claim which is barred by limitations (see discussion at p. 306 infra); and possibly also, 
where under a mortgage prior to the tax lien the taxpayer’s equity is subject to extinguish- 
ment pursuant to a non-judicial power of sale (United States v. Boyd, 246 F.2d 477 (5th 
Cir. 1957), cert. denied, 355 U.S. 889 (1957). Contra: Metropolitan Life Insurance Co. v. 
United States, 107 F.2d 311 (6th Cir. 1939), cert. denied, 310 U.S. 630 (1940) ). 

34 Stagecrafters Club v. D.C. Division of American Legion, 110 F.Supp. 481, 483 (D. D.C. 
1953), aff’d, 211 F.2d 811 (D.C. Cir. 1954) (holding contractual restriction on transfer of 
lease inapplicable to transfer by ‘‘ operation of law,’’ i.e., by sale for federal taxes). 

35 United States v. Blackett, 220 F.2d 21 (9th Cir. 1955) (proceeds of liquor license). 

86 T.R.C. § 6334 (1954). See note 150 infra. 

87 That non-liability of property to distraint does not necessarily relieve it of the lien 
is stated in In re Rosenberg’s Will, 269 N.Y. 247, 199 N.E. 206, 208 (1936), cert. denied, 
298 U.S. 669 (1936). Coordination of the exemption rules by adding a parallel list of 
exemptions from lien was suggested in the notes to section 4094 of the once proposed In- 
ternal Revenue Administrative Code, which was distributed by the Treasury for public 
comment in 1941. No attempt appears to have been made to foreclose upon property exempt 
from levy. 

88 Even in bankruptcy, where state exemption rules in general are given effect (11 
U.S.C. § 24 (1952) ), such laws cannot relieve property from the tax lien. United States v. 
Heffron, 158 F.2d 657 (9th Cir. 1947). Although a judgment in favor of the United States 
is subject to state exemptions from execution (Fink v. O’Neil, 106 U.S. 272 (1882)), a 
tax claim may be enforced, even after a judgment, by foreclosing the tax lien rather than 
the judgment lien (see note 23 supra), and hence may reach property exempt from execu- 
tion. United States v. Hoper, 242 F.2d 468 (7th Cir. 1957). But cf. In re Rosenberg’s 
Will, 269 N.Y. 247, 199 N.E. 206 (1936), cert. denied, 298 U.S. 669 (1936), in which the 
Court declared that state exemptions would be disregarded since the Government there 
was not a judgment creditor. 

39 T.R.C. § 6334(c) (1954). 
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creditors are unable to reach because of exemption laws will be 
taken under the subordinate federal tax lien.*° 

Accordingly, the lien applies to the taxpayer’s salary or wages, 
without exemption of even a minimum for subsistence.“ It extends 
to salaries of state and local officials and employees,” as well as 
those of the Federal Government.** Subject to applicable relief pro- 
visions deferring collection of taxes, the pay, travel allowances, and 
savings deposits of servicemen are subject to levy.** Seamen’s 
wages, although exempt by federal law from levy for other debts, 
are subject to the tax lien.* 

State unemployment benefits were regarded as exempt under the 
1939 Code, but may now be subject to lien and levy.** Workmen’s 
compensation awards “’ and disability insurance proceeds ** are sub- 
ject thereto, despite state exemption laws. Alimony likewise is sub- 
ject to seizure for the ex-wife’s taxes.*® 


40 In re Rosenberg’s Will, 269 N.Y. 247, 199 N.E. 206 (1936), cert. denied, 298 U.S. 669 
(1936) (spendthrift trust income) ; United States v. Fidelity & Deposit Co., 214 F.2d 565 
(5th Cir. 1954) (homestead). 

41 Antrum v. United States, 127 F.Supp. 54 (D.Conn. 1953). Unearned wages de- 
pendent on future services, however, can probably be reached only by successive levies. 
Compare United States v. Long Island Drug Co., 115 F.2d 983, 987 (2d Cir. 1940), with 
Beeghly v. Wilson, 152 F.Supp. 726 (N.D. Iowa 1957).. 

42 Sims v. United States, — F.2d — (4th Cir. 1958); United States v. Newhard, 128 
F.Supp. 805 (W.D.Pa. 1955) ; Reg. Sec. 301.6331—-1(a) (4) (ii) (1954) ; Rev. Rul. 55-227, 
1955-2 Cum. Buu. 551. Contra: Opinion of Deputy Attorney General of Pennsylvania, 
Nov. 18, 1943, 44-3 CCH 6,158. The constitutional question is reviewed in Plumb, May 
the States Be Required to Assist in the Collection of Federal Taxes on Their Employees?, 
30 Gro. L.J. 534 (1942). The tax lien may also be enforced on other debts from the state 
to a taxpayer. State of California v. United States, 195 F.2d 530 (9th Cir. 1952), affirming 
United States v. Graham, 96 F.Supp. 318 (S.D. Cal. 1951), cert. denied, 344 U.S. 831 
(1952). 

43 T.R.C. § 6331(a) (1954) ; Reg. Sec. 301.6331—1(a) (4) (i) (1954). 

44 LR.C. § 6331(a) (1954) ; Rev. Rul. 55-723, 1955-2 Cum. Buuu. 496; Comptroller Gen- 
eral’s ruling of Aug. 10, 1956, discussed in 56-5 CCH J 10,815. 

45 Reg. Sec. 301.6331—1(a) (4) (iii) (1954). Prior to the enactment of section 6334(c) 
(1954), it was held that 46 U.S.C. § 601 (1952) had the effect of exempting such wages 
from levy for federal taxes. G.C.M. 3697, VII-1 Cum. BuLL. 133 (1928). 

46 Rev. Rul. 54-171, 1954-1 Cum. BuLu. 282, construing section 1603(a) (4) of the 1939 
Code (now section 3304(a) (4)) to require such exemption. But section 6334(¢) (1954) 
may now negative the exemption. In Pub. L. No. 383, 84th Cong., Ist Sess. § 4 (Aug. 12, 
1955), amending 45 U.S.C. § 228 (1), benefits under the Railroad Retirement Act were ex- 
pressly exempted from tax lien and levy, the stated purpose being to restore the exemption 
‘*eliminated possibly through inadvertence in recent amendments to the Internal Revenue 
Code.’’ H. R. Rep. No. 1046, 84th Cong., Ist Sess. 15 (1955); 8S. Rep. 1040, 84th Cong., 
Ist Sess. 4 (1955). 

47 United States v. Ocean Accident Co., 76 F.Supp. 277 (S.D.N.Y. 1948). 

48 Fried v. New York Life Ins, Co., 241 F.2d 504 (2d Cir. 1957), cert. denied, 354 U.S. 
922 (1957). 

49 Rev. Rul. 89, 1953-1 Cum. BuLt. 474. 
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Trusts and Assigned Income. The taxpayer’s interest in a spend- 
thrift trust, whether its unassignability and immunity from credi- 
tors generally is provided by law or by the terms of the instrument, 
is subject to the tax lien.®® Provisions of state law exempting a min- 
imum income for the trust beneficiary’s support are also ineffective 
against the tax lien.” 

If the taxpayer is the grantor of a revocable trust, it is probable 
that the tax collector can require him to exercise the power of revo- 
cation to the extent necessary to apply the trust corpus or income on 
the grantor’s taxes.” It is more doubtful, however, whether the tax 
lien can reach interests in irrevocable trusts (or in family partner- 
ships), of which the taxpayer is deemed for income tax purposes to 
be ‘‘in substance the owner,’’ where the dominion which he may 
have retained over the property does not include the reserved right 
to subject it to his debts. 

If the taxpayer has gratuitously assigned his right to earnings 
from personal service or from rents, or the like, but remains liable 
for the income tax on such earnings,” the tax collector may reach 
the payments to the assignee, on the theory that they passed con- 
structively through the taxpayer’s hands.” On the other hand, if the 


50 In re Rosenberg’s Will, 269 N.Y. 247, 199 N.E. 206 (1936), cert. denied, 298 U.S. 669 
(1936) ; United States v. Dallas Nat. Bank, 152 F.2d 582 (5th Cir. 1946), 164 F.2d 489 
(5th Cir. 1947), 167 F.2d 468 (5th Cir. 1948); Mercantile Trust Co. v. Hofferbert, 58 
F.Supp. 701 (D.Md. 1944); United States v. Canfield, 29 F.Supp. 734 (S.D.Cal. 1939). 

51 Leusehner v. First Western Bank & Trust Co., 57-2 U.S.T.C. § 9734, (S.D.Cal. 1957). 
But cf. United States v. Fauci, 242 F.2d 237 (1st Cir. 1957) (district court permitted 
trustee during pendency of suit to pay $200 a month to needy beneficiaries; appeal dis- 
missed as it was not an appealable final order). 

52 See Plumb, The Problem of Related Taxpayers, 66 Harv. L. Rev. 225, 245 (1952). As 
a matter of general law, a creditor cannot reach property over which his debtor has, with- 
out fraudulent intent, retained a power of revocation (Jones v. Clifton, 101 U.S. 225 
(1880) ; Note, 92 A.L.R. 282 (1934) ), except where the rule has been changed by statute 
(Bankruptcy Act, 11 U.S.C. § 110(a) (3) (1952) ; N.Y. Reat Property Law § 145). But it 
is improbable that such rule, where applicable, would be permitted, in the present climate 
of judicial opinion, to immunize from the tax lien property which the taxpayer may enjoy 
at will. Cf. Corliss v. Bowers, 281 U.S. 376, 378 (1930). Presumably the same principles 
would apply as in the case of life insurance, that is, the court could order the taxpayer to 
exercise his power to revoke (see note 63 infra) ; but if the taxpayer died and the remainder 
interest vested free of his power, the Government’s power to reach the trust property might 
depend on whether the tax lien had arisen before death (see note 79 infra) or, if not, on 
the view of the court on whether the decedent’s failure to exercise his power makes the 
remainderman a ‘‘transferee’’ (see notes 70-73 infra.) 

53 See Plumb, supra note 52, at 246-247. Cf. G. P. Fitzgerald, 4 T.C. 494, 505 (1944). 

54 See Lucas v. Earl, 281 U.S. 111 (1930) ; United States v. Joliet & Chicago R.R., 315 
U.S. 44 (1942). 

55 United States v. Morris & Essex R.R., 135 F.2d 711, 712 (2d Cir. 1943), cert. denied, 
320 U.S. 754 (1943); Comm’r v. Western Union Tel. Co., 141 F.2d 774 (2d Cir. 1944), 
cert. denied, 322 U.S. 751 (1944). See Plumb, supra note 52, at 245. 
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assignment was not gratuitous but satisfied an obligation of the tax- 
payer, it does not appear that the assigned income can be reached, 
despite the assignor’s continued taxability thereon. 

Life Insurance—While Taxpayer Lives. The taxpayer’s interest 
in a policy of insurance on his life or in an annuity contract is sub- 
ject to the tax lien, notwithstanding any state exemption law.** The 
policy may be distrained upon and the taxpayer’s interest sold, 
although that remedy is undesirable not only because the market is 
limited to those with an insurable interest, but because the pur- 
chaser may be buying a lawsuit with the beneficiary.” If the Govern- 
ment levies on the life insurance company in order to reach the cash 
value, the taxpayer cannot prevent it, but the insurance company 
may defend on the ground that until proper election and surrender 
of the policy it does not owe the cash value to the taxpayer.” The 
preferred procedure, therefore, is for the Government to sue to 
foreclose its lien on the policy,” so that all interests in the policy 


56 United States v. Long Island Drug Co., 115 F.2d 983 (2d Cir. 1940); United States 
Fidelity & Guaranty Co. v. Triborough Bridge Authority, 297 N.Y. 31, 74 N.E.2d 226 
(1947) ; Knight v. Knight, 272 App. Div. 499, 71 N.Y.8.2d 357 (1st Dep’t 1947), aff’d, 
297 N.Y. 945, 80 N.E.2d 344 (1948) ; Newman & Carey Subway Construction Co., 37 B.T.A. 
1163 (1938) ; Oroville Montgomery, 6 TCM 983 (1947). See Plumb, supra note 52, at 247- 
248. 

57 For a comprehensive treatment, see Pyle, Liability of Life Insurance and Annuities 
for Unpaid Income Taxes of Living Insureds, Annuitants, and Beneficiaries, 9 Tax L. 
Rev. 205, 325 (1954). 

58 Knox v. Great West Life Assurance Co., 109 F.Supp. 207 (E.D.Mich. 1952), aff’d, 
212 F.2d 784 (6th Cir. 1954); Kyle v. McGuirk, 82 F.2d 212 (3d Cir. 1936). National 
service life insurance and other veterans’ benefits are expressly subject to levy for federal 
taxes. Veterans’ Benefit Act of 1957, Sec. 1001(¢c). Cf. under prior law G.C.M. 16092, 
XV-1 Cum. BULL. 499 (1936). 

59 Cannon v. Nicholas, 80 F.2d 934 (10th Cir. 1935) ; Pyle, supra note 57, at 227-229. 
In United States v. Aetna Life Insurance Co., 46 F.Supp. 30 (D. Conn. 1942), it was held 
that an insurance policy was not the kind of property to which the distraint procedure 
applied (I.R.C. § 3690 (1939), but section 6331(a) of the 1954 Code removes any doubt 
that distraint extends to all non-exempt property on which there is a lien. 

60 Kyle v. McGuirk, 82 F.2d 212 (3d Cir. 1936). 

61 United States v. Massachusetts Mutual Life Ins. Co., 127 F.2d 880 (1st Cir. 1942) ; 
United States v. Penn Mutual Life Ins, Co., 130 F.2d 495 (3d Cir. 1942) ; United States 
v. Metropolitan Life Ins. Co., 41 F.Supp. 91 (S8.D.N.Y. 1941), aff’d on other grounds, 130 
F.2d 149 (2d Cir. 1942). The District Director has no such power as is given the trustee in 
bankruptey (11 U.S.C. § 110(a) (3) (1952); Cohen v. Samuels, 245 U.S. 50 (1917)) to 
convert life insurance into a money claim by his own act. Levy may, however, be made upon 
the insurance company for matured money claims, such as endowment and annuity pay- 
ments, dividends, etc. United States v. Massachusetts Mutual Life Ins. Co., supra; Pyle, 
supra note 57, at 332-338. 

62 Knox v. Great West Life Assurance Co., 109 F.Supp. 207 (E.D.Mich. 1952), aff’d 212 
F.2d 784 (6th Cir. 1954) ; United States v. Prudential Ins. Co., 54 F.Supp. 664 (E.D.Pa. 
1944) ; and citations in note 63 infra. See Pyle, supra note 57, at 222-227. 
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may be adjudicated and the court may order the policy surrendered 
for its cash value. 

Of course, if the beneficiary rather than the insured is the real 
owner of the policy, it may not be taken for taxes of the insured, 
but it is then subject to lien for the owner’s own taxes.® Under 
some state laws, the beneficiary is deemed to have ‘‘vested”’ rights 
even when they are defeasible under a reserved power to change.® 
But such a ‘‘vested”’ interest, while entitling the beneficiary to be 


63 The court may order the taxpayer to surrender the policy for its cash value, to be 
paid into court (United States v. Roark, 1957-2 U.S.T.C. § 9883 (D.Mo. 1957)), or to 
assign the policy to the Government (United States v. Ison, 67 F.Supp. 40 (S.D.N.Y. 
1946) ) ; in a case where the policy had loan value but no surrender value, the court ap- 
pointed a receiver, presumably to realize the value by borrowing (United States v. Trout, 
46 F.Supp. 484 (S.D.Cal. 1942) ) ; and one court simply ordered the insurer to pay the value 
of the policy to the Government, having protected the insurer by foreclosing the interests 
of the insured and beneficiary (Smith v. Donnelly, 65 F.Supp. 415 (E.D.La. 1946)). One 
court, in a case involving annuity contracts, held that it was proper to order the periodical 
payments made to the Government, but that surrender of the policy should be permitted 
only with the taxpayer’s consent and the contract should be sold if he refused. Schwarz 
v. United States, 191 F.2d 618 (4th Cir. 1951). Circumstances can be visualized where a 
policy is worth far more than its surrender value, and it would be most unfair to the tax- 
payer to realize upon it by surrender. However, the procedures for discharge of lien may be 
availed of by him in such a case. 

The beneficiary is usually named a party, to foreclose any possible claim to a vested 
interest (see pp. 256-257 infra). The insurance company may be a necessary party if it has 
loaned on the policy or if its consent is necessary for cashing or assigning the policy; and 
it is generally named in any event, probably unnecessarily, since a court order should not 
be necessary to cause it to comply with a judicially-induced request by the taxpayer for 
surrender. See Pyle, supra note 57, at 226. If the taxpayer has absconded, he may be served 
by publication (28 U.S.C. § 1655 (1952) ). United States v. Metropolitan Life Ins. Co., — 
F.2d — (4th Cir. 1958), reversing United States v. Gilmore, 147 F.Supp. 902 (N.D.W.Va. 
1957) (which had held personal jurisdiction essential, so that the court might order the 
personal act of surrender of the policy). 

64 United States v. Burgo, 175 F.2d 196 (3d Cir. 1949) (policy permitted insured to 
change beneficiary; but beneficiary had paid premiums and retained possession, so could 
prevent such action) ; United States v. Trout, 46 F.Supp. 484 (S.D.Cal. 1942) (except- 
ing a fractional interest apparently paid for by another, but including in the foreclosure 
the part voluntarily paid for by the wife, as a gift to the insured). Even if the beneficiary 
is irrevocably named, the insured may have a reverter which is subject to lien. See Pyle, 
supra note 57, at 216-217. Of course, an assignment after the lien arises (or after the lien 
is filed if the assignee is a purchaser or pledgee) is ineffective against the tax lien. Knox 
v. Great West Life Assurance Co., 109 F.Supp. 207 (E.D.Mich. 1952), aff’d, 212 F.2d 784 
(6th Cir. 1954). 

65 United States v. Royce Shoe Co., 137 F.Supp. 786 (D. N.H. 1956) (policy on officer 
owned by corporate taxpayer). 

66 By distraint, since the beneficiary is not a party thereto, such ‘‘defeasibly vested’’ 
rights cannot be affected (Cannon v. Nicholas, 80 F.2d 934 (10th Cir. 1935) ; cf. United 
States v. Aetna Life Ins. Co., 46 F.Supp. 30 (D.Conn. 1942)), although the ‘‘mere ex- 
pectancy’’ existing under other state laws may be cut off. Kyle v. McGuirk, 82 F.2d 212 
(3d Cir. 1936). In general, see Pyle, supra note 57, at 215-216, 228-230. 
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joined in the suit, will not prevent the court from ordering the tax- 
payer-insured to divest such rights.” 

Infe Insurance—After Taxpayer’s Death. If the taxpayer dies 
before the tax is assessed and becomes a lien, the cases reflect four 
different shades of opinion on whether any part of his insurance 
may be reached for his taxes (other than estate tax).°* The Tax 
Court considers that where the power to change beneficiaries was 
reserved, the insurance is property of the decedent, which until the 
moment of death he could have made payable to his estate, and that 
his failure to do so, if it leaves his estate insufficient to pay his taxes, 
subjects his beneficiaries to ‘‘transferee’’ liability ® to the full ex- 
tent of the proceeds they received.”® The Court of Appeals for the 
Third Circuit agrees that the beneficiary is liable as transferee, re- 
gardless of any state law to the contrary, but it holds that only the 
right to the cash surrender value is recoverable as property trans- 
ferred from the decedent, and that the beneficiary need not disgorge 
the excess of the proceeds over such value.” The Courts of Appeals 
for the Second and Seventh Circuits agree that the beneficiary is a 
transferee of the cash surrender value, but they hold that the lia- 
bility of a transferee to pay the tax obligation of an insolvent trans- 
feror must be found in state law, and that transferee liability cannot 
be enforced if state law exempts life insurance in the hands of a 
beneficiary.”? The Court of Appeals for the Sixth Circuit goes fur- 
ther and holds that the beneficiary is not a transferee at all with re- 


67 Knox v. Great West Life Assurance Co., 109 F.Supp. 207 (E.D.Mich. 1952), aff’d, 212 
F.2d 784 (6th Cir. 1954). Cf. United States v. Bess, 243 F.2d 675 (3d Cir. 1957), cert. 
granted, 26 U.S.L. WrEex 3136 (Oct. 14, 1957). A leading authority has characterized 
the distinction drawn in certain states as ‘‘a mere nicety of language, comparable with 
using the right fork or spoon at the table.’’ 2 APPLETON, INSURANCE LAW AND PRACTICE 
§ 911 (1941). Such legal ‘‘niceties’’ are of little weight against the tax collector. See 
Helvering v. Hallock, 309 U.S. 106, 114 (1940). 

68 Respecting estate taxes, see note 117 infra. 

69 Transferee liability will be discussed in the Second Installment appearing in the May 
issue. 

70 Mary Stoumen, 27 T.C. 1014 (1957) ; Christine D. Muller, 10 T.C. 678 (1948). 

71 United States v. Bess, 243 F.2d 675 (3d Cir. 1957), cert. granted, 26 U.S.L. WEEK 
3136 (Oct. 14, 1957). 

72 Rowen v. Comm’r, 215 F.2d 641 (2d Cir. 1954) ; United States v. New, 217 F.2d 166 
(7th Cir. 1954). Under the view of these Courts, in contrast to that of the Court of Appeals 
for the Sixth Cireuit (infra note 73), the cash surrender value could be reached if the lien 
arose before death (see note 79 infra), or by transferee proceedings if there was no state 
exemption law. The Courts justify their looking to state exemption laws in this instance 
(contrast note 38 supra), on the ground that transferee proceedings are merely a substi- 
tuted means of enforcing a third person’s liability, which must already exist under state 
law. 
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spect to any part of the proceeds; it holds that the alternative right 
to the cash value expires at death and does not pass from the insured 
to the beneficiary as a part of the right to the proceeds.” 

If the proceeds are payable to the estate, the distributee thereof 
is subject to transferee liability, just as for any other property re- 
ceived from the estate without the decedent’s tax liabilities having 
been provided for.™* Likewise, if the decedent, having named his 
estate as beneficiary, changes the designation after becoming in- 
solvent, the new beneficiary may be liable as transferee (perhaps 
limited to the amount of the cash value) ,” and, if premiums are paid 
after insolvency of the decedent, the beneficiary may incur trans- 
feree liability, at least to the extent that state law so provides.” If 
the assets of the probate estate (which are subject to lien for both 
estate tax and pre-death taxes) are used by the executor to pay the 
estate tax, thus leaving untouched the insurance proceeds which are 
subject to lien only for the estate tax,” the Government may reach 
the insurance proceeds to satisfy the pre-death taxes, under the 
doctrine of contribution or marshalling of assets, even in a jurisdic- 
tion where the beneficiary would not be liable as a transferee.”® 

A different yet similar problem arises if the tax was assessed and 
became a lien before the decedent died. No question of ‘‘trans- 
feree’’ liability then arises, and the existing appellate decisions hold 


73 Stern v. Comm’r, 242 F.2d 322 (6th Cir. 1957), cert. granted, 26 U.S.L. WEEK 3136 
(Oct. 14, 1957). See also Tyson v. Comm’r, 212 F.2d 16 (6th Cir. 1954). The Court of Ap- 
peals for the Fifth Circuit, while holding the beneficiary not liable where there is a state 
exemption law, has avoided opinion on whether he is a transferee at all. United States v. 
Truax, 223 F.2d 229 (5th Cir. 1955). 

74 Kieferdorf v. Comm’r, 142 F.2d 723 (9th Cir. 1944), cert. denied, 323 U.S. 733 
(1944). Since the proceeds become property of the estate, which is clearly liable for the 
decedent’s taxes, state exemption laws cannot protect the estate or its distributees. How- 
ever, if under state law the executor to whom insurance is made payable is deemed to hold 
it in trust for the widow or children rather than to receive it for administration (cf. 
Proutt’s Estate v. Comm’r, 125 F.2d 591 (6th Cir. 1942) ), the conflicting principles con- 
cerning insurance payable to named beneficiaries may be applicable. 

75 Florence Pearlman, 4 T.C. 34 (1944), aff’d, 153 F.2d 560 (3d Cir. 1946), as inter- 
preted in Rowen v. Comm’r, 215 F.2d 641, 645 n.4 (2d Cir. 1954). 

76 State laws frequently limit the beneficiary’s liability in such cases to the amount of 
the premiums paid while insolvent or with fraudulent intent. See United States v. Truax, 
223 F.2d 229 (5th Cir. 1955). In New York it appears that recovery may be had only if 
insolvency existed when the first premium was paid or when after a change of beneficiary 
the first premium is thereafter paid. Rowen v. Comm’r, 215 F.2d 641 (2d Cir. 1954). Of 
course, no such limitations would be recognized in the Tax Court or the Court of Appeals 
for the Third Circuit. Supra notes 70 and 71. 

17 See Detroit Bank v. United States, 317 U.S. 329 (1943) (tenancy by the entirety held 
subject to estate tax lien in hands of surviving spouse). See discussion pp. 264-265 infra. 

78 United States v. Gilmore, 222 F.2d 167 (5th Cir. 1955), cert. denied, 350 U.S. 843 
(1955). 
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that the lien which attached to the cash surrender value before 
death remains attached to a like amount of the proceeds distributed 
to the beneficiary.”* However, in courts which take the view that the 
cash surrender value is a property right which is extinguished at 
death rather than becoming a part of the proceeds paid to the bene- 
ficiary, the lien would presumably not reach any part of the pro- 
ceeds.*° 

Of course, whether the issue arises under the lien or transferee 
provisions, the beneficiary can defend by showing that he owned 
the policy before the lien arose or before the decedent became in- 
solvent, as the case may be.** 

The above rules applicable to insurance proceeds have been ap- 
plied, by analogy, to death benefits under a retirement system.* 

Jointly-Owned Property. When two or more persons own prop- 
erty in joint tenancy (as distinguished from tenancy by the en- 
tirety), it seems beyond question that the tax collector, like cred- 
itors generally, can force a partition and enforce the tax lien against 
the taxpayer’s share to the exclusion of any right of survivorship 
in the other owners.® The same is true of the unique ‘‘estate’’ cre- 


79 United States v. Hoper, 242 F.2d 468 (7th Cir. 1957) ; United States v. Behrens, 230 
F.2d 504 (2d Cir. 1956). The Hoper case establishes that solvency of the estate is imma- 
terial where a lien arose while decedent still held the policy, and that it is also immaterial 
whether the lien is filed before death, provided it arises in time, since the beneficiary is not 
within the class of persons protected against unfiled liens by section 6323 (1954). In the 
Behrens case it was held that policy loans (having priority over the tax lien) must be col- 
lected first from the excess of the proceeds over the cash value, which excess the Govern- 
ment could not have reached; in this respect, the position of the tax lien is improved after 
death, since it would have had to yield part or all the surrender value to the lender if en- 
forcement had occurred earlier. 

80 Although United States v. Steele, 39-2 U.S.T.C. { 9707 (N.D.N.Y. 1939), which so 
held, was in effect overruled by the Behrens case, supra note 79, the rationale of the Steele 
case is accepted in the Court of Appeals for the Sixth Circuit (Stern v. Comm’r, 242 F.2d 
322 (6th Cir. 1957), cert. granted, 26 U.S.L. WEEK 3136 (Oct. 14, 1957), and would pre- 
sumably be there applied to defeat a lien arising during life. 

81 See note 64 supra. Voluntary payment of premiums, however, ordinarily creates no 
right of ownership. Mary Stoumen, 27 T.C. 1014 (1957); United States v. Trout, 46 
F.Supp. 484 (S8.D.Cal. 1942). Concerning the position of the irrevocably designated bene- 
ficiary whose right was contingent on surviving the taxpayer, see Pyle, Liability of In- 
surance Proceeds for Unpaid Income Taxes of Decedents, 31 Taxes 183, 190-191 (1953) 
(an article which must be read with the great development in the cases since its date kept 
in mind). 

82 Ruling of New York Attorney General, March 6, 1957, 57-5 CCH { 6424. Cf. Sadie D. 
Leary, 18 T.C. 139 (1952). 

83 United States v. Brandenburg, 106 F.Supp. 82 (S.D.Cal. 1952); United States v. 
Beggerly, 52-1 U.S.T.C. 7 9304 (S.D.Cal. 1952). The rule was applied to joint bank 
accounts in United States v. Third Nat. Bank & Trust Co., 111 F.Supp. 152 (M.D.Pa. 
1953) ; Rev. Rul. 55-187, 1955-1 Cum. Buuu. 197. Concerning the rights of creditors gen- 
erally, see Note, 111 A.L.R. 171 (1937). The burden of proving the extent of the taxpayer’s 
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ated in co-owned United States savings bonds payable alternatively 
to A or B.* 

If the indebted joint tenant dies before the tax is assessed, his in- 
terest in the property is extinguished rather than transferred, and 
the survivor is held not liable as a transferee (except for estate tax), 
even if taxpayer died insolvent.* It is possible, however, that a lien 
arising before death would continue to attach to the decedent’s for- 
mer share in the survivor’s hands.* And, of course, if the survivor’s 
original interest in the joint tenancy was created by a fraudulent 
conveyance, it could be set aside or reached through a transferee 
proceeding.” 

Tenancy by the Entirety. About half the states recognize a special 
form of joint tenancy between husband and wife known as tenancy 
by the entirety, which differs from an ordinary joint tenancy princi- 
pally in that neither one spouse alone nor his or her creditors may 
force a partition which would destroy the right of survivorship. 
Prior to the Married Women’s Acts, the husband had full use and 
control of his wife’s property during their joint lives, and her prop- 
erty, including her interest in a tenancy by the entirety, was liable 
for his debts.** When that control was terminated by statute, the 
wife’s interest became freed from his debts, and the courts took two 
main positions in reconciling the incidents of the ancient estate with 
the new situation.” 

The minority states, including New York, New Jersey, and Mas- 
sachusetts, permit separate creditors to levy upon the interest of 
the indebted spouse, in effect converting the estate into a tenancy in 
common with right of survivorship, and giving the creditor a half 


share is on the Government. United States v. Stock Yards Bank, 231 F.2d 628 (6th Cir. 
1956). 

84 United States v. Stock Yards Bank, 231 F.2d 628 (6th Cir. 1956); United States v. 
Ridley, 120 F.Supp. 530, 537 (N.D.Ga. 1954). 

85 Irvine v. Helvering, 99 F.2d 265 (8th Cir. 1938), reversing 36 B.T.A. 653 (1937) ; 
Tooley v. Comm’r, 121 F.2d 350 (9th Cir. 1941). The Tax Court has followed those de- 
cisions (Estate of Joseph Nitto, 13 T.C. 858, 868 (1949)) despite the inconsistency with 
its position in the life insurance cases (Mary Stoumen, 27 T.C. 1014 (1957) ; Christine D. 
Muller, 10 T.C. 678 (1948) ). Until the moment of death the taxpayer has the power to 
cause a partition and cut off the right of survivorship, just as he has the power to make his 
estate the beneficiary of his insurance. Regarding the estate tax lien, see note 117 infra. 

86 The question does not appear to have been litigated with respect to joint tenancy, but 
there is an analogy to the lien on life insurance arising before death and enforced there- 
after. Supra note 79. 

87 Cf. Myrtle M. Irvine, 36 B.T.A. 653, 658 (1937), rev’d, 99 F.2d 265 (8th Cir. 1938) 
(reversal on ground that taxpayer was not insolvent when joint tenancy created). 

88 See Hiles v. Fisher, 144 N.Y. 306, 39 N.E, 337, 338 (1895) ; McCurdy v. Canning, 64 
Pa. 39 (1870). 

89 See Note, 166 A.L.R. 969 (1947). 
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interest in the possession and profits of the property during the 
joint lives and the fee if the debtor survives.*° In such states, of 
course, the tax collector too can reach the taxpayer’s interest,” in- 
cluding half the income.” 

The majority of the jurisdictions which still recognize the estate 
by the entirety, however, went to the extreme of immunizing the 
property from the separate creditors of either spouse, on the theory 
that it is owned by the fictional unity of husband and wife and that, 
while each owns the whole, each owns no interest in the property. 
Although the husband has the right to joint use and enjoyment of 
the property, the right to share in its income, the right to a division 
of the property in case of divorce, and the right to the whole prop- 
erty if he survives his wife, yet his interest is described as ‘‘like a 
rainbow in the sky or the morning fog rising from the valley.’’ * 
With respect to separate taxes, the Government is not only unable to 
levy on any interest in such property,” but it is denied even the pro- 
tection of a lien, which might prevent the joint owners from dispos- 
ing of the property while they live (unless they settle for the value of 
the Government’s interest) and which might be enforced when and 
if the taxpayer survives.” Furthermore, although the husband and 
wife are privileged, in general, each to report half the income from 
such property on a separate tax return,” the income of the property 
is itself entirety property (at least in some jurisdictions) and is im- 
mune from levy for separate taxes.** However, if they file a joint 


80 The laws vary in detail among the minority states. See Hiles v. Fisher, 144 N.Y. 306, 
39 N.E. 337, 338 (1895) ; Zubler v. Porter, 98 N.J.L. 444, 120 Atl. 194 (1923). For a note 
on the dilemma created when a creditor becomes entitled to equal possession of a residence 
with a non-indebted spouse, see Note, 23 CorNELL L.Q. 598, 602 (1938). 

91 G.C.M. 1310, VI-1 Cum. BuLL. 101 (1927), involving Oregon law. 

82 United States v. Kaplan, 54-2 U.S.T.C. { 9532 (S.D.N.Y. 1953). 

93 United States v. Hutcherson, 188 F.2d 326 (8th Cir. 1951). 

94 Shaw v. United States, 94 F.Supp. 245 (W.D.Mich. 1939). 

95 United States v. Hutcherson, 188 F.2d 326 (8th Cir. 1951). Of course, if the property 
has not been disposed of by the time the taxpayer becomes the owner by survivorship, the 
lien will then attach to it as after-acquired property (supra note 28). In the House version 
of the 1954 Code bill (H.R. 8300, 83d Cong., 2d Sess.), an attempt was made to close this 
loophole, by adding the words ‘‘ (including the interest of such person as tenant by the 
entirety) ’’ to the description of property covered by the lien (I.R.C. § 6321 (1954)). But 
the effort aborted, as the Senate found, ‘‘It is not clear what change in existing law would 
be made by the parenthetical phrase,’’ and accordingly deleted it. 8. Rep. No. 1622, 83d 
Cong., 2d Sess. 575 (1954). 

96 Comm’r v. Hart, 76 F.2d 864 (6th Cir. 1935). In some states the husband is taxable on 
the entire income (Cooley v. Comm’r, 75 F.2d 188 (1st Cir. 1935), cert. denied, 295 U.S. 
747 (1935) ), and in some it may be controlled by agreement. Lipsitz v. Comm’r, 220 F.2d 
871 (4th Cir. 1955), cert. denied, 350 U.S. 845 (1955). 

97 United States v. Nathanson, 60 F.Supp. 193 (E.D.Mich. 1945). But cf. Bernstein v. 
United States, 106 F.Supp. 233 (W.D.Mo. 1952). 
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return and thus both become liable for the tax, the property and its 
income are not immune.** 

There might be some excuse for the immunity of tenancy by the 
entirety from lien and levy for separate taxes if it were limited to 
homestead property, although it operates without uniformity and 
without restraint on the values which may be immunized. But ten- 
ancy by the entirety is not so limited. Business assets, personal 
property, and even money may be so held in some states. In Pennsy]l- 
vania, a joint bank account held as tenants by the entirety is immune 
from seizure, even though either spouse could draw the entire ac- 
count (for the benefit of the marital unity). 

Of course, if the spouse other than the taxpayer survives, he or 
she does not thereby become liable as a transferee for the other’s 
taxes (except for estate tax).’® But if the estate was initially cre- 
ated in fraud of creditors, or if the spouse creating it or supplying 
the consideration was left insolvent, the Government may have the 
transfer set aside for the purpose of collecting taxes for periods 
through the year of the transfer.™ 

Homesteads. Ordinarily, a homestead exemption has no more 
effect against the federal tax lien than any other state exemption 
law.’*? However, under the laws of Texas * and Oklahoma,™ it is 
held that the husband and wife have joint and indivisible interests 
in homestead property, and that while the tax lien on the interest of 


98 Whittaker v. Kavanagh, 100 F.Supp. 918 (E.D.Mich. 1951). 

99 Raffaele v. Granger, 196 F.2d 620 (3d Cir. 1952) ; Ullman v. Rothensies, 39-1 U.S.T.C. 
{ 9333 (E.D.Pa. 1939), appeal dismissed, 110 F.2d 590 (3d Cir. 1940). 

100 Jessie Smith, 24 B.T.A. 807 (1931); I.T. 1571, II-1 Cum. Buby. 133 (1923). Con- 
cerning estate tax, see note 117 infra. 

101 Payne v. United States, 247 F.2d 481 (8th Cir. 1957), cert. denied Jan. 13, 1958; 
Faraoni v. United States, 57-1 U.S.T.C. J 9685 (S.D.Mich. 1955). See Note, 121 A.L.R. 
1028 (1939). Theoretically, even subsequent taxes could be recovered in this manner by 
showing that the transfer was fraudulent as to future creditors. McMullen v. Zabawski, 283 
Fed. 552, 557 (D.Mich. 1922). But that would be very difficult to accomplish. American 
Wholesale Corp. v. Aronstein, 10 F.2d 991 (D.C. Cir. 1926). 

102 United States v. Heffron, 158 F.2d 657 (9th Cir. 1947) (Cal.) ; Bedami v. Tomlinson, 
54-1 U.S.T.C. 7 9227 (S.D.Fla. 1954) (Fla.) ; Fidelity & Deposit Co. v. Lovell, 108 F.Supp. 
360 (S.D.Miss. 1952), aff’d on other grounds, 214 F.2d 565 (5th Cir. 1954) (Miss.) ; Reg. 
Sec. 301.6334—1(¢) (1954) ; I.T. 1683, II-1 Cum. Buu. 172 (1923) ; S.M. 2836, IV-1 Cum. 
But. 68 (1925). 

108 Paddock v. Siemoneit, 147 Tex. 571, 218 S.W.2d 428 (1949) ; Morgan v. Moynahan, 
86 F.Supp. 522 (D.Tex. 1949). Contra: Staley v. Hopkins, 9 F.2d 976 (D.Tex. 1925) ; 
United States v. Stone, 57-2 U.S.T.C. J 9864 (D.Tex. 1957). Cf. Staley v. Vaughn, 50 
8.W.2d 907 (Tex. Civ. App. 1932) (lien for wife’s taxes held valid against homestead). 

104 Bigley v. Jones, 64 F.Supp. 389 (W.D.Okla. 1946). See Jones v. Kemp, 144 F.2d 478 
(10th Cir, 1944) (rule recognized but not applied in absence of valid marriage). But cf. 
Jamison v, Geers, 35-1 U.S.T.C. J 9319 (W.D.Okla. 1935) (lien attaches to homestead; 
sale not involved). 
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the indebted spouse is recognized (unlike the otherwise analogous 
tenancy by the entirety situation), the lien may not be enforced by 
sale, since that would impair the right of the other spouse to full 
possession and use. However, even in such states, the homestead is 
not exempt from seizure for joint tax liabilities of husband and 
wife. 

Community Property. There is remarkably little authority con- 
cerning the subjection of community property to the separate tax 
liabilities of the spouses, and a mere Kasterner would be rash to 
speculate in the area, particularly since the laws of the various 
states, if applicable here, are not at all uniform. A California writer 
has suggested that in that state the entire community estate would 
be subject to the husband’s taxes, but that none of it, except the 
wife’s earnings, could be taken for the wife’s taxes, not including 
taxes arising out of her receipt of a share of community income.” 

Property of Partnership and Partners. Liens for withholding and 
social security taxes, excise taxes, and other tax liabilities incurred 
by a partnership as a business entity extend both to the partner- 
ship’s own property *” and to that of the individual partners ' 
who are liable for the debts of the partnership.’ 

The income tax, on the other hand, even with respect to the part- 
nership income, is not a liability of the partnership but is imposed 
on the individual partners with respect to their distributive 
shares."”° Accordingly, it is established that liens for individual 
taxes do not attach to the assets of the partnership and that part- 
nership funds and assets may not ordinarily be levied upon therefor, 
since the lien reaches only the interest of the partner—his right to 
the surplus after all partnership debts, including those to subse- 


105 Shambaugh v. Scofield, 132 F.2d 345 (5th Cir. 1942) (contingent interest of minor 
children held insufficient to bar such seizure). 

106 Anderson, Federal Tax Liens—Their Nature and Priority, 41 Cauir. L. Rev. 241, 
254-255 (1953). See Smith v. Hamilton, 54-1 U.S.T.C. J 9292 (8.D.Cal. 1954) (entire 
estate subjected to husband’s taxes) ; Bensinger v. Davidson, 147 F.Supp. 240, 249-250 
(S.D.Cal. 1956) (entire estate subjected to husband’s taxes) ; In re Ryan, 54-2 U.S.T.C. 
{ 9493 (S.D.Cal. 1949) (entire estate subjected to wife’s taxes on her share of community 
income). 

107 Adler v. Nicholas, 166 F.2d 674 (10th Cir. 1948). 

108 In re Crockett, 150 F.Supp. 352 (S.D.Cal. 1957) ; Underwood v. United States, 37 
F.Supp. 824 (D. Tex. 1939), aff’d, 118 F.2d 760 (5th Cir. 1941). 

109 Limited partners, however, would have no liability and hence no lien against them 
(Rev. Rul. 54-213, 1954-1 Cum. BuLu. 285), unless by active participation they have in- 
curred liability under state law. Heller v. United States. 55-1 U.S.T.C. J 49,084 (S.D.Cal. 
1954). 

110 T.R.C. §§ 701 and 702 (1954). 
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quent creditors, are satisfied.""! However, it has been held that if the 
partners, instead of drawing their distributive shares, leave such 
funds in the partnership, the Government has an equitable lien on 
the partnership property for the income taxes of the partners.’” 
Furthermore, a recent decision permits enforcement against part- 
nership assets where each partner is indebted individually, and 
there are no partnership creditors affected.’* 

Special Liens. The Code creates three liens for particular taxes— 
estate tax, gift tax, and distilled spirits tax—which differ in several 
respects from the general tax lien. The special liens are, however, 
cumulative and may co-exist with the general tax lien, which arises 
after assessment and refusal of notice and demand for any tax, or 
one may exist when the other does not." 

Estate Tax Lien. The law provides a special lien for the estate tax 
—both the tax admitted on the return and deficiencies determined 
long afterward *°—which arises without assessment or other action 
at the moment of death, long before the amount of the lien can be 
known."”® 

It applies to all the property in the gross estate of the decedent, 
not just the probate estate as determined under state law, but any- 
thing subject to estate tax, including dower and curtesy interests; 
property transferred inter vivos in contemplation of death or to 


111 United States v. Kaufman, 267 U.S. 408 (1925) (subordinate to partnership cred- 
itors in bankruptcy) ; United States v. Worley, 213 F.2d 509 (6th Cir. 1954), cert. denied, 
348 U.S. 917 (1955) (lien against partners not affecting partnership assets does not follow 
such assets into hands of corporate transferee) ; Adler v. Nicholas, 166 F.2d 674 (10th Cir. 
1948) (seizure may be enjoined by creditors or other partners) ; A. H. Graves, 12 B.T.A. 
124 (1928) ; I.T. 3356, 1940-1 Cum. ButL. 72 (no distraint on partnership bank account). 
This rule favoring partnership creditors applies even as against the absolute priority 
granted the United States in insolvency (Rev. Stat. § 3466 (1875), 31 U.S.C. § 191 
(1952)). Cf. United States v. Hack, 33 U.S. (8 Pet.) 271, 275 (1834), approved in the 
Kaufman case supra. 

112 In re Brezin, 297 Fed. 300, 306 (D.N.J. 1924). 

118 United States v. Balanovski, 131 F.Supp. 898, 907 (S.D.N.Y. 1955), aff’d in part 
and rev’d in part, 236 F.2d 298 (2d Cir. 1956), cert. denied, 352 U.S. 968 (1957). 

114 Estate and gift tax liens: Detroit Bank v. United States, 317 U.S. 329 (1943); 
Reg. Sec. 301.6324-1(¢e) (1954). Distilled spirits lien: Blacklock v. United States, 208 
U.S. 75, 85 (1908) ; United States v. Phillips, 59 F.Supp. 1006 (S.D.Ga. 1946). 

115 Reg. See. 301.6324-1(a) (1) (1954); Rosenberg v. McLaughlin, 66 F.2d 271 (9th 
Cir. 1933), cert. denied, 290 U.S. 696 (1933). 

116 T.R.C. § 6324(a) (1954) ; Detroit Bank v. United States, 317 U.S. 329 (1943). The 
existence of the lien as a cloud on title, without the need for assessment, is a powerful in- 
ducement to the filing of returns that might otherwise be omitted, especially when the 
principal property in the estate is of a kind not reflected in the probate inventory. See 
United States v. Security-First Nat. Bank, 30 F.Supp. 113, 117 (S.D. 1939). The protec- 
tion afforded bona fide purchasers and encumbrancers as against this lien will be discussed 
in the Second Installment appearing in the May issue. 
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take effect at death, or with a retained life estate, or with a retained 
power to alter, amend, or revoke; annuities, life insurance, joint 
interests, including tenancy by the entirety, and property subject to 
a general power of appointment."* However, any property used for 
the purpose of paying charges against the estate (including the 
estate tax) and expenses of administration, if allowed by the court 
having jurisdiction, is relieved of the lien.""* 

The lien continues for ten years from the date of death." The 
meaning of that ten-year term is uncertain, however, since it has no 
relationship to the statutes of limitations prescribed for assessment 
and collection of the tax. It is inconceivable to the writer that an 
estate tax deficiency which was not determined within the normal 
three-year limitation period ?*° could be collected by foreclosure of 
the lien (without assessment) at any time within ten years after 
death,’ or that an estate tax which is timely assessed but not en- 


117 Detroit Bank v. United States, 317 U.S. 329, (1943) (tenancy by the entirety held 
subject to estate tax lien in hands of surviving spouse). Concerning the right of marshal- 
ling of assets if property subject to the gereral tax lien (for other taxes of the decedent) 
is used to pay the estate tax, leaving intact the life insurance of tenancies by the entirety 
or other property which is free of the general lien but subject to the estate tax lien, see 
p. 258 supra. ‘ 

118 I.R.C. § 6324(a)(1) (1954). Such provision, however, does not permit the executor 
to prefer general creditors, contrary to established priority rules (31 U.S.C. §§ 191 and 
192 (1952) ; Reg. 105, Sec. 81.99) ; the term ‘‘ charges against the estate’’ evidently refers 
to the estate tax (Rev. Rul. 56-529, 1956-2 Cum. BuLL. 948) and interests and claims which 
have priority over the estate tax, such as funeral expenses. United States v. McGuire, 42 
F.Supp. 337 (D.N.J. 1941). Failure to obtain probate court approval of the outlay is 
fatal to relief of the property from lien, but such approval need not precede the payment. 
The lien is divested if the property itself, or the proceeds of its sale, or the proceeds of an 
encumbrance placed upon the property, are used for the permitted purpose. United States 
v. Security-First Nat. Bank, 30 F.Supp. 113, 118-119 (S.D.Cal. 1939). However, that possi- 
bility exists only until the estate tax has been assessed and the general tax lien arises to 
fortify the special lien. The general lien is not defeated by showing that the property or 
its proceeds were used for administrative expenses and charges. United States v. Security- 
First Nat. Bank, supra at 118. But cf. In re Hackfeld’s Estate, 154 Mise. 914, 279 N.Y. 
Supp. 116 (Surr. Ct. 1935) (permitting use of bank account to pay administrative ex- 
penses despite levy thereon by the collector, presumably under an assessment giving rise to 
the general lien). 

119 I.R.C. § 6324(a) (1) (1954). 

120 I.R.C. § 6501(a) (1954). The period is longer in certain cases. 

121 It is true as a matter of general law that when different statutes of limitations govern 
the debt and the lien, the lien may be enforced after the time for suit on the debt has ex- 
pired, except where the statute of limitations is regarded as extinguishing the debt as well 
as the remedy. 34 Am. Jur., Limitation of Actions § 404 (1941); 37 Am. JuR., Mortgages 
§ 583 (1941); Notes, 161 A.L.R. 886 (1946), 137 A.L.R. 928 (1942), 103 A.L.R. 430 
(1936). The tax law, in effect, adopts the rule that the debt itself is extinguished by the 
expiration of limitations, since it declares that an amount shall be an overpayment if col- 
lected after an expiration of the period ‘‘ properly applicable thereto’’ (I.R.C. § 6401(a) 
(1954) ), but the quoted words leave unresolved the present ambiguity whether the ten-year 











266 TAX LAW REVIEW [Vol. 138: 


forced by levy or by proceeding in court within six years after as- 
sessment *** can nevertheless be enforced thereafter by foreclosure 
of the special ten-year lien. 

Gift Tax Lien. There is also a special lien for the gift tax, dating 
from the time of each gift, even before it can be known whether the 
year’s gifts will be sufficient to incur a gift tax or in what tax 
bracket they will fall.’** The lien attaches to the gift in the donee’s 
hands (or in the hands of any third person except a bona fide pur- 
chaser, mortgagee, or pledgee without knowledge),’* to the full 
extent of the donor’s gift tax for the year, or to the full amount of 
the gift if that is less. It is no defense that the gift tax on the partic- 
ular transfer was fully paid,’” or that such transfer was so small as 
to be non-taxable,’** and that the liability being enforced related to 
an entirely different gift. 

The gift tax lien, like the estate tax lien, lasts for ten years and 
presents the same question whether it can be enforced after assess- 
ment or collection of the personal liability is barred.’ 

Distilled Spirits Tax Lien. The distilled spirits tax is made ‘‘a 
first lien on the spirits distilled, the distillery used for distilling the 
same, the stills, vessels, fixtures and tools therein, the lot or tract of 
land on which such distillery is situated, and on any building 
thereon, from the time such spirits are in existence as such until... 


duration of the lien is one of the alternative periods ‘‘ properly applicable.’’ A better clue 
may perhaps be found in section 6501(a) (1954), which bars both assessment and any 
‘*proceeding in court without assessment for the collection of such tax’’ after the three- 
year period (with exceptions) expires. It is submitted that a suit to enforce a lien is such a 
proceeding to collect the tax (cf. Bowers v. New York & Albany Lighterage Co., 273 U.S. 
346 (1927)) and that the estate tax lien (despite its express ten-year term) cannot be en- 
forced when the collection of the debt is barred. It is the writer’s understanding that the 
Government has never, at least for many years, disputed the foregoing position. The con- 
trary view has been taken by Paul Anderson in Federal Tax Liens—Their Nature and 
Priority, 41 Cauir. L. Rev. 241, 276 (1953), citing Fletcher Trust Co. v. Comm’r, 141 
F.2d 36, 39 (7th Cir. 1944), cert. denied, 323 U.S. 711 (1944), which, however, involved an 
express provision granting additional time for assessing a transferee (now I.R.C. § 6901 
(ec) (1954)). 

122 T.R.C. § 6502(a) (1954) bars collection ‘‘ by levy or proceeding in court’’ six years 
after assessment. Cf. United States v. Updike, 281 U.S. 489 (1930); United States v. 
Motsinger, 123 F.2d 585, 587 (4th Cir. 1941). 

123 T.R.C. § 6324(b) (1954). 

124 See discussion in the Second Installment of this article appearing in the May issue. 
125 Winton v. Reynolds, 57 F.Supp. 565 (D.Minn, 1944). 

126 Baur v. Comm’r, 145 F.2d 338 (3d Cir. 1945). 

127 In addition to the lien there is a personal liability imposed upon the donee (I.R.C. 
6324(b) (1954)), which may be assessed within one year after the expiration of the 
period for assessing the donor. I.R.C. § 6901(¢) (1) and (h) (1954) ; Moore v. Comm’r, 146 
F.2d 824 (2d Cir. 1945). It is submitted that the gift tax lien may not be enforced if 
assessment is not made within such time. See note 121 supra. 
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such tax is paid.’’ ?** The lien on the land or building, however, is ex- 
tinguished if they cease to be so used and if there is no outstanding 
liability or pending litigation with respect thereto.’”® The distiller is 
required to obtain the written consent of the owner of the fee and 
of any mortgagee, judgment creditor, or lienor, stipulating for the 
priority of such ‘‘first lien’’ of the Government,’ or if consent can- 
not be obtained, the distiller must file a bond equal to the value of 
the premises, in which case the lien will not apply to such prop- 
erty.’ 

Taxes Withheld or Collected by Private Parties. Toa great extent, 
the Government relies on private parties as its agents to collect 
taxes. In some instances, such as the taxes on admissions and dues, 
transportation, communications, and safe deposit boxes, the collect- 
ing agent actually receives money from the ultimate taxpayer on 
account of the tax liability. In the case of the income tax and old age 
insurance tax, however, the employer, at best, merely sets aside 
some of his own funds as the tax withheld and, at worst, merely re- 
duces the payment to the employee without setting aside (and per- 
haps without even possessing) the funds. 

The law requires such collecting or withholding agent to hold the 
amount as ‘‘a special fund in trust for the United States.’’ ** How- 
ever, that provision in itself creates no general lien on the agent’s 
assets, but the trust fund or res must be traced by the Govern- 
ment 7**—an obvious impossibility if an employer simply paid net 


128 T.R.C. § 5004(a)(1) (1954). A similar lien for the tax on alcohol is imposed by 
LRB.C. § 5004(b). 

129 T.R.C. § 5004(a) (3) (1954). 

180 T.R.C. § 5177(b) (2) (1954). 

131 T.R.C. §§ 5004(a) (2) and 5177(b) (3) (1954). 

182 T.R.C. § 7501 (1954). See also I.R.C. § 6302(c) (1954) and Regulations under par- 
ticular taxes. Once the private agent collects or withholds (deducts) the tax, the ultimate 
taxpayer’s responsibility is to that extent discharged, whether or not the agent pays over 
to the Government; therefore, even if the tax is not paid over, the agent’s liability to the 
ultimate taxpayer (e.g., employee) is discharged, since it is only the Government that has 
a cause of action for such failure. Grasso v. Oehmann, 54 A.2d 570 (D.C. Mun. Ct. App. 
1947) ; I.R.C. §§ 31, 3102(b), 3202(b), and 3403 (1954). The ‘‘trustee’’ is not relieved of 
liability if the segregated fund is stolen from him. Rev. Rul. 57-497, 1957 Int. Rev. BuLu. 
No. 43, at 33. Although manufacturers’ excise taxes are normally ‘‘ passed on,’’ the manu- 
facturer himself is deemed the taxpayer, and such taxes are not ‘‘collected’’ taxes within 
the scope of the ‘‘trust fund’’ provision. In re Tele-Tone Radio Corp., 133 F.Supp. 739 
(D.N.J. 1955). The cabaret tax, similarly, is not a ‘‘collected’’ tax, but is imposed on the 
proprietor (I.R.C. § 4231 (6) (1954) ; 123 East 54th St., Inc. v. United States, 157 F.2d 68 
(2d Cir. 1946) ). Thus it would not appear to be subject to the ‘‘trust fund’’ provision. 

183 In re Independent Automobile Forwarding Corp., 118 F.2d 537 (2d Cir. 1941), rev’d 
on other grounds sub nom. United States v. New York, 315 U.S. 510 (1942) ; In re Frank, 
25 F.Supp. 1005 (S.D.N.Y. 1939). Cf. McKee v. Paradise, 299 U.S. 119 (1936). But see 
United States v. Bruce Machine Co., 132 F.Supp. 525 (D.Mass. 1955). If the withholding 
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wages and never set the fund aside. A lien arises only when the 
agent’s liability is assessed, after which it is collected just like any 
tax liability.** Furthermore, a civil penalty of 100 per cent of the 
tax is imposed on the defaulting collecting or withholding agent, 
as well as personally on its responsible officers, if the default is 
‘‘willful.’’ #*° That liability also is assessed and collected like a 
tax. 


Administrative Enforcement of Tax Liabilities 


Setoff. Among the means available for the collection of taxes, per- 
haps the simplest and most direct is by setoff or credit. If the tax- 
payer has overpaid some other tax liability, a credit will first be 
made against any outstanding tax assessment, and only the excess, 
if any, will be refunded."** Furthermore, if he has a claim against 


or collecting agent is in bankruptcy when the tax is withheld or collected, however, no ad- 
vantage will be taken of the bankruptcy trustee’s failure to do his duty, and the need for 
tracing is dispensed with; the liability will have priority even over administrative expenses. 
United States v. Sampsell, 193 F.2d 154 (9th Cir. 1951) ; Hercules Service Parts Corp. v. 
United States, 202 F.2d 938 (6th Cir. 1953); In re Airline-Arista Printing Corp., 57-2 
U.8.T.C. 7 10043 (S.D.N.Y. 1957). 

184 T.R.C. § 7501 (1954). 

135 I.R.C. § 6672 (1954). The word ‘‘willful’’ in this context does not imply a wicked 
motive, but it is enough if the failure is intentional and deliberate (as in the case where 
such funds are used in the business rather than set aside and paid over). Matter of Haynes, 
88 F.Supp. 379 (D.Kan. 1949); Paddock v. Siemoneit, 147 Tex. 571, 218 S.W.2d 428 
(1949) ) (both imposing penalty on officer oft employer corporation) ; Rev. Rul. 54-158, 
1954-1 Cum. BuLu. 247. One Court, rejecting such view, would impose the penalty only if 
the failure is without reasonable cause. Kellems v. United States, 97 F.Supp. 681 (D.Conn. 
1951). The penalty may be imposed even if the Government does not lose the tax (Kellems 
v. United States, supra; I.R.C. § 3402(d) (1954)), but the Government does lose the tax as 
a result of the failure, the ‘‘penalty’’ is regarded as not penal but compensatory for the 
loss suffered and is provable in bankruptcy. Matter of Haynes, supra; 11 U.S.C. § 93(j) 
(1952). 

The failure is also punishable as a felony (1.R.C. § 7202 (1954) ), but only if a jury can 
be convinced that the ‘‘shoestring’’ financing involved ‘‘ willfulness’’ in the criminal sense 
of evil motive. Wilson v. United States, 250 F.2d 312 (9th Cir. 1957). Cf. United States v. 
Murdock, 290 U.S. 389, 394 (1933). The problem of proving willfulness in the criminal 
sense makes such remedy against delinquent withholding agents ineffective. Speech of 
Under Secretary of the Treasury Fred C. Scribner, Jr. to the Section of Taxation of the 
American Bar Association, excerpts from which appear in 37 Taxes 661 (1957). Pub. L. 
No. 321, 85th Cong., 2d Sess. (1958), would add teeth to the law by punishing as a misde- 
meanor the failure of a collecting or withholding agent to segregate trust funds, if it con- 
tinues after express notification of such failure. Lack of funds for withheld taxes after 
wages are paid is expressly made no excuse. 

136 T.R.C. § 6671 (1954). 

187 ILR.C. § 6402(a) (1954). Such right of setoff or credit prevails over any lien of or 
assignment to the attorney or other representative who procured the allowance of the over- 
payment. Brozan v. United States, 128 F.Supp. 895 (S.D.N.Y. 1954) (attorney) ; Kleiger 
v. MeMahon, 128 F.Supp. 741 (S.D.N.Y. 1954) (accountant). Furthermore, at least in a 
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the Government on a contract, wholly unrelated to taxes, the tax lia- 
bility may be offset against it, even though an assignee ™* or sub- 
rogee **° may have acquired rights in the contract claim for value 
before the tax lien was filed,’*° unless (as is permitted in certain de- 
fense contracts) the contract contains a clause barring such setoff 
against the assignee."*’ The right of setoff may be lost if the Govern- 
ment gives up possession of the money before asserting such 
right.’ 

Levy. If voluntary means of collection are unavailing, the District 
Director may resort to levy and distraint, a summary non-judicial 
process similar to execution upon a judgment.'** Levy may be made 
at any time after ten days from notice and demand, or even sooner 
if collection may be jeopardized by waiting the ten days.*** How- 
ever, in most instances the tax collector will wait considerably 
longer before taking drastic action.’ 


bankruptcy case the Government’s right of setoff prevails over the attorney’s lien for pre- 
bankruptcy services in obtaining a refund, even if the Government by mistake pays the 
refund and then recovers it (unreduced by the attorney’s lien). In re Krieger Steel See- 
tions, Inc., 103 F.Supp. 351 (S.D.N.Y. 1951), aff’d on another issue sub nom. Chassen v. 
United States, 207 F.2d 83 (2d Cir. 1953), cert. denied, 346 U.S. 923 (1954). Outside of 
bankruptey, however, payment would destroy the right of setoff. See note 142 infra. 

188 South Side Bank & Trust Co. v. United States, 221 F.2d 813 (7th Cir. 1955). 

139 United States v. Munsey Trust Co., 332 U.S. 234 (1947). 

140 United States National Bank of Portlard v. Earle, 44 A.F.T.R. 1164 (D.Ore. 1952). 

141 31 U.S.C. § 203 (1952) ; Central Bank v. United States, 345 U.S. 639 (1953) ; Hadden 
v. United States, 130 F.Supp. 611 (Ct.Cl. 1955). 

142 National Refining Co. v. United States, 160 F.2d 951 (8th Cir. 1945). But the issuance 
of a check does not cut off the Government’s right of setoff if the check has not been paid. 
United States v. Trinity Universal Ins. Co., 249 F.2d 350 (5th Cir. 1957). Cf. Chassen v. 
United States, 207 F.2d 83 (2d Cir. 1953), cert. denied, 346 U.S. 923 (1954) (in bank- 
ruptcy). 

143 The tax assessment has been likened to a judgment. Bull v. United States, 295 U.S. 
247, 259-260 (1935). 

144 Distraint is invalid if there has been no notice and demand upon the taxpayer. 
United States v. O’Dell, 160 F.2d 304, 308 (6th Cir. 1947) ; In re Holdsworth, 113 F.Supp. 
878 (D. N.J. 1953). 

145 I.R.C. § 6331(a) (1954); Reg. Sec. 301.6331-1(a)(2) (1954). If levy within ten 
days is premature by reason of the absence of a finding that collection of the tax is in 
jeopardy, it is a mere irregularity and does not void the levy. Cf. Givan v. Cripe, 187 F.2d 
225 (7th Cir. 1951). If the levy is made less than ten days after notice and demand because 
of jeopardy, public notice of sale shall not be given until the ten days expire, unless the 
goods are perishable. I.R.C. § 6335(b) (1954). In cases of extreme jeopardy, the Director 
need not even wait for the end of the taxable year, but may ‘‘terminate’’ the taxable 
period, assess the tax incurred to date, make demand, and levy, all immediately after the 
income is earned. I.R.C. § 6851(a) (1) (1954). 

146 The usual steps taken before resorting to distraint are described in Sellin, Report 
of Round Table on Procedures for Assessment and Collection of Federal Income Tazes, 
5 Tax L. Rev. 487, 517-518 (1950); Lambert, Collection of Internal Revenue Tazes, 4 
Am. U. Tax Inst. 407, 411 (1952). i 
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Levy may be made on any property belonging to the taxpayer or 
on which there is a lien.*** There is no longer any doubt that the 
power to levy extends to all forms of property, including intangibles 
generally,'** and it is no longer necessary that personal property be 
exhausted before resorting to levy upon real estate.’*® However, cer- 
tain exemptions are provided for bare necessities—far narrower 
than state laws ordinarily provide.’ 

Discovery of Taxpayer’s Property. If he finds it necessary in 
order to locate property of the taxpayer, the District Director may 
examine any books, papers, records, or other data which may be 
relevant or material, and he may summon the taxpayer or any other 
person to appear and produce such data and to testify under oath.*** 
If such person fails to obey the summons, the District Director may 
apply to the district court or to a United States commissioner to 
have such person punished for civil contempt.’ Failure to obey the 


147 Levy may thus be made on property which has passed into the hands of a third party 
since the lien arose and was filed. Reg. See. 301.6331-1(a) (1) (1954); Rev. Rul. 54-257, 
1954-2 Cum. BuLL. 429. However, judicial foreclosure may be more appropriate where such 
conflicting interests exist. Distraint is available to enforce not only the general tax lien 
but the special liens for estate and gift taxes. See pp. 264-266 supra. Rosenberg v. Mc- 
Laughlin, 66 F.2d 271 (9th Cir. 1933), cert. denied, 290 U.S. 696 (1933). The procedure is 
not available, however, to enforce the special lien for distilled spirits taxes (See p. 267 
supra), which can be enforced only by suit. Mansfield v. Excelsior Refining Co., 135 U.S. 
326, 337-339 (1890). Distraint may also not be used to collect so-called taxes which are 
really imposed on criminal acts as such. Lipke v. Lederer, 259 U.S. 557 (1922). But most 
regulatory tax laws (on narcotics, gambling, firearms, etc.) are now so framed as to avoid 
being classed as ‘‘penalties.’’ United States v. Kahriger, 345 U.S. 22 (1950), and cases 
cited. 

148 T.R.C. § 6331(a) and (b) (1954). The terms of the former law (see I.R.C. §§ 3690 and 
3692 (1939) ) were construed in some decisions to limit distraint to tangible property and 
certain limited classes of intangibles. United States v. Aetna Life Ins, Co., 46 F.Supp. 30 
(D.Conn, 1942). Contra: Cannon v. Nicholas, 89 F.2d 934, 936 (10th Cir. 1935). 

149 The former requirement was found in section 3700 (1939). 

150 Section 6334(a) (1954) exempts wearing apparel and school books necessary for the 
taxpayer or his family; books and tools, to the value of $250, necessary for the taxpayer 
and his family; if the taxpayer is the head of a family, an aggregate of $500 worth of 
fuel, provisions, furniture, and personal effects in his household, and of arms for personal 
use, livestock, and poultry. Although no value limit is placed on the exemption for wearing 
apparel, expensive furs and similar items are not considered ‘‘necessary.’’ Reg. Sec. 301. 
6334-1(a)(1) (1954); 8. Rep. No. 1622, 83d Cong., 2d Sess. 577 (1954). Concerning 
property which is not exempt, see pp. 252 et seq. supra. 

151 I.R.C. §§ 6333 and 7602 (1954). See Mickey, The Investigative Power of the Bureau 
of Internal Revenue in PROCEEDINGS OF NEW YORK UNIVERSITY TENTH ANNUAL INSTITUTE 
ON FEDERAL TAXATION 685 (1952); Barnes, Inquisitorial Powers of the Federal Govern- 
ment Relating to Taxes, 28 TAXES 1211 (1950). Both articles deal with the application of 
such procedures to the determination rather than collection of taxes, but much of the dis- 
cussion is pertinent here. 

152 I.R.C. § 7604(b) (1954). That the contempt is civil rather than criminal, see McCrone 
v. United States, 307 U.S. 61 (1939). Opinions differ on whether disobedience of the Dis- 
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summons is also punishable as a crime.’** Any of the processes of 
the court may also be availed of to compel such testimony or pro- 
duction of data.’** 

Under that power the District Director may obtain information 
(if not tendered voluntarily) from the taxpayer’s bank, broker, or 
insurance company, his employees, his employer, or his customers, 
or any other person having knowledge of his property.’® The usual 
common law privileges apply in the case of the taxpayer’s wife, at- 
torney, doctor, or minister,’ but his communications with his ac- 
countant are not privileged.” Of course, the protections of the 
Fourth and Fifth Amendments apply in such proceedings.’ 


trict Director’s summons is itself a contempt (see In re Wolrich, 84 F.Supp. 481, 482 
(S.D.N.Y. 1949) ) or whether it is necessary first to obtain a court order which is disobeyed. 
Brody v. United States, 243 F.2d 378, 381 (1st Cir. 1957), cert. denied, 354 U.S. 923 (1957). 

153 T.R.C. § 7210 (1954). 

154 T.R.C. § 7604(a) (1954). 

155 First Nat. Bank of Mobile v. Inited States, 295 Fed. 142 (D.Ala. 1924), aff’d, 267 
U.S. 576 (1925) (bank) ; Zimmerman v. Wilson, 105 F.2d 583 (3d Cir. 1939) (broker). 

156 The rule does not excuse the attorney (or other person in a confidential relationship) 
from appearing and bringing his records. The privileged character of particular items of 
information may then be submitted to the district court. Chapman v. Goodman, 219 F.2d 
802 (9th Cir. 1955). The privilege does not extend to transactions, such as the deposit of 
money or the drawing of papers transferring title, not involving consultation for legal 
advice. Pollock v. United States, 202 F.2d 281 (5th Cir. 1953). Nor does it extend to facts 
which are not confidential but open to public observation. In re Albert Lindley Lee 
Memorial Hospital, 209 F.2d 122 (2d Cir. 1953), cert. denied sub nom. Cincotta v. United 
States, 347 U.S. 960 (1954). Documents which the taxpayer himself could have been re- 
quired to produce do not become privileged simply by delivering them to an attorney. See 
Falsone v. United States, 205 F.2d 734 (5th Cir. 1953), cert. denied, 346 U.S. 864 (1953). 
But if such documents would be constitutionally immune from production by the taxpayer 
(infra note 158), they are protected in the attorney’s hands (In re House, 144 F.Supp. 95 
(S.D.Cal. 1956)) in the absence of waiver by the taxpayer (cf. Schwimmer v. United 
States, 232 F.2d 855 (8th Cir. 1956), cert. denied, 352 U.S. 833 (1956) ). Federal law, not 
state law, defines the privileged relationships and sets the limits of what is privileged. 
Falsone v. United States, supra; In re Albert Lindley Lee Memorial Hospital, supra. In 
Gretsky v. Basso, 136 F.Supp. 640 (D.Mass. 1955), doubt was expressed whether the 
doctor-patient privilege would be recognized in federal administrative proceedings. But 
see In re Albert Lindley Lee Memorial Hospital, supra. 

157 Falsone v. United States, 205 F.2d 734 (5th Cir. 1953), cert. denied, 346 U.S. 864 
(1953) ; Sale v. United States, 228 F.2d 682 (8th Cir. 1956), cert. denied, 350 U.S. 1006 
(1956). Cf. Gariepy v. United States, 189 F.2d 459, 463 (6th Cir. 1951). Presence of an 
accountant may even destroy the privileged character of communications to an attorney. 
Himmelfarb v. United States, 175 F.2d 924, 939 (9th Cir. 1949), cert. denied, 338 U.S. 
860 (1949). The turning over of the accountant’s papers to the taxpayer’s attorney will 
not protect the papers (Sale v. United States, supra), unless the self-incrimination priv- 
ilege applies. In re House, 144 F.Supp. 95 (S.D.Cal. 1956). Information given to a lawyer- 
accountant for the purpose of preparing financial statements is not privileged, even though 
he also based legal advice on such data. In re Fisher, 51 F.2d 425 (S.D.N.Y. 1931). 

158 In re Daniels, 140 F.Supp. 322 (S.D.N.Y. 1956); In re House, 144 F.Supp. 95 
(S.D.Cal. 1956) ; Internal Revenue Agent v. Sullivan, 287 Fed. 139 (S.D.N.Y. 1923) ; 
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Seizure of Property. The law does not prescribe the method of 
effecting a levy, beyond saying that the term ‘‘levy’’ includes the 
power of distraint and seizure by any means.*** The present Regu- 
lations state that a levy is to be effected by serving a notice of levy 
upon any person in possession of, or obligated with respect to, prop- 
erty subject to levy.’ Warrants for distraint are no longer used.*™ 
A levy requires that the property be brought into legal custody, 
actual or constructive.’” It may involve actual physical seizure of 
tangible personal property, although removal from the taxpayer’s 
premises is not essential.'* Posting of notice on the premises indi- 
cating that the property has been seized by the United States is a 
customary method.’ 

As soon as practicable after seizure, written notice of such seizure 
must be given to the owner or, in the case of personal property, to 
the possessor, stating the sum demanded and giving an account of 
the personal property seized or a description of the realty.” 

Distraint Sale. As soon as practicable after the seizure of prop- 
erty,’ the District Director is required to give notice of sale of the 
taxpayer’s interest in the property to the owner and to the public.” 


United States v. Cooper, 288 Fed. 604, 611 (D. Iowa 1923). See Redlich, Searches, Seizures, 
and Self-Incrimination in Tax Cases, 10 Tax L.REv. 191 (1955). 

159 T.R.C. § 6331(b) (1954). 

160 Reg. Sec. 301.6331-1(a) (1) (1954). 

161 The former procedure is described in Sellin, supra note 146, at 519. Some courts 
formerly held it vital to the validity of a levy, even on an intangible, that there be served 
not only a notice of levy but also copies of the warrant for distraint and notice of lien 
(United States v. O’Dell, 160 F.2d 304 (6th Cir. 1947) ; Givan v. Cripe, 187 F.2d 225 (7th 
Cir. 1951); Freeman v. Mayer, 152 F.Supp. 383 (D.N.J. 1957)), although the Court of 
Appeals for the Fourth Circuit had held a mere notice of levy sufficient to transfer effective 
possession of an intangible. United States v. Eiland, 223 F.2d 118 (4th Cir. 1955). Now 
there is no more warrant for distraint; and the notice of lien, while a copy is customarily 
served, if such notice has been filed for record, cannot be deemed essential, since the lien 
itself exists and can be enforced without the filing of notice (supra note 11). 

162 Freeman v. Mayer, 152 F.Supp. 383 (D.N.J. 1957). 

163 In re Martin Woodcraft Corp., 130 F.Supp. 443 (S.D.N.Y. 1955), aff’d sub nom. 
Henkin v. United States, 229 F.2d 895 (2d Cir. 1956). 

164 Lambert, supra note 146, at 413. 

165 I.R.C. § 6335(a) (1954). The cited provision also prescribes the manner of serving 
such notice. The levy is considered complete only when such notice is given. I.R.C. § 6502 
(a) (1954). 

166 If seizure occurs within ten days after notice and demand, however, see note 145 
supra. 

167 T.R.C. § 6335(b) (1954). Notice may be delivered to the owner or left at his usual 
place of abode or business in the internal revenue district; or if he has none or cannot be 
readily located, it may be mailed to his last known address. This may, but need not, be 
simultaneous with the notice of seizure, S. Rep. No. 1622, 83d Cong., 2d Sess. 578 (1954). 
Notice must also be published in some newspaper in the county, or if there be none, posted 
at the nearest post office [a general post office will suffice, even though branches are nearer 
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The sale must be set for a date not less than ten nor more than forty 
days after the time of giving public notice,’ but if it appears to be 
in the best interest of the Government or of the taxpayer, the sale 
may be adjourned to a date not later than a month after that origi- 
nally set.’ If the goods are ‘‘perishable’’—if they are liable to 
perish or become greatly reduced in price or value by keeping, or if 
keeping would involve great expense—the sale may be made imme- 
diately, but only after giving the taxpayer an opportunity to redeem 
the goods by paying or giving bond for their appraised value.’” 

The sale must be held within the county where the property is 
seized, unless it appears to the District Director that substantially 
higher bids could be obtained by holding the sale elsewhere.’ The 
sale must be conducted either by public auction or by public sale un- 
der sealed bids, as the Director may determine.’” The property may 
be offered as separate items, in groups, or in the aggregate, as seems 
most feasible; or it may be offered each way and the sale closed in 
the way that produces the best bids.’ If the property is indivisible, 
the whole may be sold, even though it produces a substantial sur- 
plus over the tax.'* 

The terms of sale may require full payment upon acceptance of 
the bid, or if the bid exceeds $200, provision may be made for an 


(United States v. City of New York, 233 F.2d 307 (2d Cir. 1956) )] and at two other public 
places [the taxpayer’s premises not being considered such (Margiotta v. District Director, 
214 F.2d 518 (2d Cir. 1954) )]. Prior law required both publication and posting in the case 
of real estate (I.R.C. § 3701(b) (1939)), and gave the Director a choice of either in the 
ease of personalty (I.R.C. § 3693(b) (1939) ). The notice must specify the property to be 
sold and the time, place, manner, and conditions of sale. The Director has discretion to 
advertise more widely than the law requires (e.g., in trade journals in the case of special 
machinery). Reg. Sec. 301.6335-1(b) (2) (1954); S. Rep. No. 1622, 83d Cong., 2d Sess. 
579 (1954). 

168 I.R.C. § 6335(d) (1954). The sale is invalid if the public notice does not comply with 
the statute or if the statutory time is not allowed between such notice and the sale. Mar- 
giotta v. District Director, 214 F.2d 518 (2d Cir. 1954). 

169 T.R.C. § 6335(e) (2) (F) (1954) ; Reg. See. 301.6335-1(c) (5) (ii) (ce) (1954). 

170 I.R.C. § 6336 (1954). In the case of such goods public notice of sale is required to be 
given only by posting at two public places in the county. Reg. Sec. 301.6336-1(c) (1) 
(1954). If the taxpayer redeems by giving bond, the terms of payment required under the 
bond may take into account normal commercial practices for the sale of such property. 
8. Rep. No. 1622, 83d Cong., 2d Sess. 580 (1954). 

171 T.R.C. § 6335(d) (1954); Reg. Sec. 301.6335-1(c)(1) (1954). Securities, for ex- 
ample, might be much more salable in a financial center than in a rural county. 

172 T.R.C. § 6335(e) (2) (A) (1954) ; Reg. Sec. 301.6335-1(c) (5) (1954). In the case of 
perishable goods (see pp. 272-273 supra), only sale by public auction is provided. Reg. Sec. 
301.6336-1(¢) (2) (1954). 

173 Reg. Sec. 301.6335-1(c) (4) (ii) (1954). Real and personal property may be grouped 
together only after they have first been offered separately. 

174 T.R.C. § 6335(¢) (1954). 
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initial payment of $200 or 20 per cent of the price, whichever is 
greater, and the balance not over one month later.’” If part of the 
price is deferred, the Director keeps possession, at the risk and ex- 
pense of the purchaser, until payment.’” In case of default, the pur- 
chaser may be sued for the unpaid balance, or the sale may be voided, 
the initial payment forfeited, and the property resold.’ 

The Director is required before the sale to set a minimum price 
for the sale *** and to declare the property purchased at such price 
for the United States if such amount is not bid.*” 

Upon payment of the full price, the Director issues to the pur- 
chaser a certificate of sale.**° In the case of personal property, the 
certificate is prima facie evidence of the right of the officer to make 
the sale and conclusive of the regularity of the proceedings in mak- 
ing the sale.'*! The certificate conveys all the taxpayer’s right, title, 
and interest in the personal property,’® and it serves as a receipt to 


175 Reg. Sec. 301.6335-1(c) (4) (iv) (1954). It is anticipated that in some cases a better 
price may be obtained by giving time to raise the money. 8. Rep. No. 1622, 83d Cong., 2d 
Sess. 579 (1954). In the case of sealed bids, such minimum amount must accompany each 
bid and will be returned to unsuccessful bidders. Reg. Sec. 301.6335—1(c¢) (5) (ii) (¢) and 
(e) (1954). Bids may be withdrawn only before the time fixed for opening bids. Reg. 
Sec. 301.6335-1(¢) (5) (ii) (f) (1954). 

176 Reg. Sec. 301.6335-1(c)(7) (1954). For this reason deferred payments are not 
permitted in the case of perishable goods. Reg. Sec. 301.6336-1(¢e) (3) (1954). 

177 L.R.C. § 6335(e) (3) (1954) ; Reg. Sec. 301.6335-1(¢) (8) (1954). 

178 The minimum price need not be announced before the sale (Reg. Sec. 301.6335-1(c¢) 
(3) (1954) ), since to do so might depress the amounts bid. S.Rep. No. 1622, 83d Cong., 2d 
Sess. 579 (1954). 

179 T.R.C. § 6335(e) (1) (1954). Present law and Regulations are silent on how the 
minimum price shall be set, beyond saying that expenses of the levy and sale shall be 
taken into account. District Directors are instructed, however, that the minimum price 
shall not in any event be more than the tax, penalty, interest, and expenses, and that they 
should take into account the probable price the Government could realize at a later sale 
if it should have to bid in the property. They are further instructed to solicit advance 
commitments for bids and to set the minimum price slightly under such amount. Such 
instructions seem to show more consideration for the taxpayer than was evident in Reg. 12, 
Art. 60 (1920), which prescribed that the minimum price should rarely be more than half 
the ordinary cash value of the property and that if the Government bid in the property, it 
was to do so not at the minimum price, but at a price slightly above the highest private bid, 
thus enabling the Government to take advantage of a lack of bidders and minimize the 
credit on the taxpayer’s tax liability. The requirement that the purchase be at the minimum 
price is new in the 1954 Code, although ignored in the Committee Reports. 

180 T.R.C. § 6338(a) (1954). There is no provision for recording the certificate of sale, 
even with respect to real estate during the year before a deed can be given (infra note 189). 

181 T.R.C. § 6339(a)(1) (1954). The conclusiveness of the certificate does not, how- 
ever, extend to the regularity of the prior notice of the sale, and defective notice may void 
the sale. Margiotta v. District Director, 214 F.2d 518 (2d Cir. 1954). 

182 I.R.C. § 6339(a) (2) (1954). The law does not specify whether the title conveyed 
in the case of personal property (see note 191 infra as to realty) is what the taxpayer 
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any person holding or claiming to hold possession of securities or 
evidences of debt which are sold,’* as authority to a corporation to 
transfer stock sold, whether or not the old certificate is cancelled,’™ 
and as authority to a motor vehicle commissioner to record the 
transfer of title to a vehicle, whether or not the old title certificate 
is cancelled.’ 

Although the taxpayer may redeem either real or personal prop- 
erty up to the time of sale by paying the amount due plus expenses 
ineurred,’® the sale cuts off that right in the case of personalty. 
However, for one year following the sale of real property,’*’ it may 
be redeemed by or on behalf of the taxpayer, his heirs or estate, or 
any person having an interest or lien, by paying the amount paid by 
the purchaser plus interest at 20 per cent per annum.'** 

When the redemption period expires, the Director gives the pur- 
chaser, whether a private party or the United States, a deed to the 
realty.’*° The deed is prima facie evidence of the facts therein 
stated **° and conveys all the right, title, and interest which the tax- 
payer had at the time the lien attached to the property.™™ 


owned when the lien attached or at the time of sale, but the former seems clearly intended, 
so interests subordinate to the tax lien would be cut off by the sale (but with a right in 
any surplus proceeds). If the sale is made under two tax liens arising at different dates, 
with a private lien ranking between them, the sale conveys what the taxpayer had when 
the first tax lien attached, free of the intervening interest. Commercial Credit Corp. v. 
Schwartz, 126 F.Supp. 728 (D. Ark. 1955). 

183 T.R.C. § 6339(a) (4) (1954). 

184 T.R.C. § 6339(a) (3) (1954). 

185 T.R.C. § 6339(a) (5) (1954). 

186 I.R.C. § 6337(a) (1954). 

187 The period of military service is not counted in determining the one-year period. 
50 U.S.C. Appendix § 525 (1952). Cf. I.R.C. § 7508(a)(1)(K) (1954). Thus, if the tax- 
payer enters service within the redemption period, the property may be tied up indefinitely. 

188 T.R.C. § 6337(b) (1954). Payment is made to the purchaser or, if he cannot be found 
in the county, then to the Director on the purchaser’s behalf. I.R.C. § 6337(b) (2) (1954). 
Real property sold as a unit with personalty or with other realty may be redeemed by 
paying an amount proportionate to the values of such units of property. Reg. Sec. 
301.6337-1(b) (2) (1954). An advantage of judicial foreclosure of the tax lien is that 
there is no right of redemption (see I.R.C. § 7403(¢) (1954)), so that a better price may 
be obtained. Present Regulations are silent on the right to possession during the year 
allowed for redemption. In Reg. 12, Art. 64 (1920), state law was deemed controlling, 
and the taxpayer could remain in possession if state law let a judgment debtor keep pos- 
session during a redemption period. Cf. First Nat. Bank & Trust Co. v. MacGarvie, 41 N.J. 
Super. 151, 124 A.2d 345 (Ch. 1956). It is understood that such is the practice today. 

189 T.R.C. § 6338(b) and (c) (1954). 

190 T.R.C, § 6339(b) (1) (1954). Unlike the certificate of sale of personalty (supra note 
181), the deed is not conclusive of the regularity of the sale, so title will pass only if the 
sale was conducted according to law. 

191 I.R.C. § 6339(b) (2) (1954). If the deed purports to convey more than the Director 
was entitled to convey, it is a nullity. Mansfield v. Excelsior Refining Co., 135 U.S. 326, 
339, 341 (1890). On the other hand, even if the deed erroneously purports to convey only 
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Since no more than the taxpayer’s interest in real or personal 
property is sold, the rule of caveat emptor applies, and the pur- 
chaser cannot demand that the Government give him a clear title.” 
The validity of the sale will not be impaired even if the taxpayer 
later establishes that he does not owe the tax.’ 

If the sale is set aside by a court at the instance of the taxpayer 
for non-compliance with legal requirements, the relief may be con- 
ditioned upon his reimbursing the purchaser or upon other equi- 
table provision being made. 

Any surplus proceeds remaining after payment of the expenses 
of levy and sale, any specific tax liability on the seized property, and 
the liability for which levy was made is required to be paid to the 
person ‘‘legally entitled thereto,’’ who is the taxpayer, unless an- 
other person establishes a superior claim.’” 

Any property purchased by the United States at a distraint sale 
must ordinarily be disposed of by the District Director at a subse- 
quent public sale. The circumstances under which personal prop- 
erty so acquired may be sold are left to the discretion of the District 
Director.1® In the case of real estate, the Regulations specify the 
rules governing its sale, differing in relatively minor respects from 
those relating to sales under distraint.'*" 


the taxpayer’s interest on the date of sale, the statute controls over the terms of the deed, 
and intervening interests are cut off. United States v. City of New York, 233 F.2d 307 
(2d Cir. 1956). . 

192 United States v. Pee Dee Coach Lines, 52-2 U.S.T.C. J 9650 (E.D.S.C. 1955). 
Ordinarily, if the Government agrees with the purchaser’s position concerning the extent 
of the title he purchased, it will, without indemnifying him, render him informal assist- 
ance in his contest with adverse claimants. If the purchaser loses out, his remedy, if any, 
would appear to be against the taxpayer, whose debt he satisfied. Cf. United States v. 
Dunean, 25 Fed. Cas. 927, 930, No. 15,003 (Cir. Ct. Tll. 1850) ; Lewark v. Carter, 20 N.E. 
119, 120 (Ind. 1889). 

193 Gottleib v. Cohen, 93 Ga. 268, 91 S.E.2d 362 (Ga. App. 1956). 

194 Margiotta v. District Director, 214 F.2d 518 (2d Cir. 1954) (purchaser given a lien 
on proceeds of resale). 

195 T.R.C. § 6342 (1954) ; Reg. Sec. 1.6342-1(b) (1954). A suit for the surplus proceeds is 
not a suit for tax refund, so it need not be preceded by a refund claim under section 7422 
(a) (1954). Freeman v. Mayer, 146 F.Supp. 202 (D.N.J. 1956). Setoff of further tax 
claims against surplus proceeds was denied where bankruptcy intervened between seizure 
and sale under certain tax liens. Brust v. Sturr, 237 F.2d 135 (2d Cir. 1956). See also Free- 
man v. Mayer, 152 F.Supp. 383 (D.N.J. 1957). On occasion, the Government has filed inter- 
pleader actions to determine the person entitled to surplus proceeds. 

196 Lambert, supra note 146, at 416. The statements therein concerning sale of realty 
have apparently been made obsolete by the Service reorganization. See note 197 infra. 
It appears to be permissible not to sell personal property if it is usable by the Government. 

197 I.R.C. § 7506 (1954). Sale cannot be made until the expiration of the year allowed 
for redemption (supra note 188; Reg. Sec. 301.7506-1(b) (1) (1954)), but it may be 
leased by the Director until sold (Reg. See. 301.7506-1(c) (1954) ). Sale by public auction 
or under sealed bids (Reg. Sec. 301.7506-1(b) (8) (1954)) must be preceded by 20 days’ 
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No Levy on Property in Court Custody. When assets are in the 
custody of a court, state or federal, they may not be seized by the 
administrative process of levy, at least unless the proceeding has 
progressed to such a point that the levy would not interfere with the 
work of the court, or the court grants permission to levy.1** There- 
fore, assets in the hands of an executor or administrator will not 
ordinarily be distrained upon,’ except in the case of an ‘‘inde- 
pendent’’ administration not under probate court control.?” Like- 
wise, levy cannot be made when assets are in control of a state court 
receiver *" or an assignee for creditors acting under state court 
supervision.*” Distraint cannot remove assets from the control of a 
bankruptcy court,” but if possession had been obtained by the Dis- 
trict Director before bankruptcy, the property does not come under 
the jurisdiction of the bankruptcy court.” 


Judicial Enforcement of Tax Liabilities 


If it becomes necessary to bring suit for the collection of a tax lia- 
bility, such action must be authorized or sanctioned by the Com- 


notice by either publication or posting, and other methods of advertising may be used 
(Reg. See. 301.7506-1(b) (2) and (3) (1954)). The officer conducting the sale may reject 
all bids and withdraw or adjourn the sale (Reg. Sec. 301.7506-1(b) (4) (1954)). The 
Director may obtain advance agreements that certain bids will be made (Reg. See. 
301.7506-1(b) (7) (1954)). 

198 Reg. See. 301.6331-1(a) (3) (1954). Concerning judicial proceedings in such cases, 
see notes 227-232 infra. Property held by police may be levied upon for taxes, regardless 
of the illegality of the seizure by police. Welsh v. United States, 220 F.2d 200 (D.C. Cir. 
1955). 

199 G.C.M. 9991, XI-1 Cum. Butu. 135 (1932). See In re Hackfeld’s Estate, 154 Mise. 
914, 279 N.Y. Supp. 116 (Surr. Ct. 1935). 

200 J.T, 2918, XIV-2 Cum. Buu. 263 (1935). 

201 Reg. Sees. 301.6331-1(a) (3), 301.6871(a)-2(a) (1954); United States v. Peoples 
Savings Bank & Trust Co., 55-2 U.S.T.C. J 9626 (E.D.N.C. 1955). But cf. Givan v. 
Cripe, 187 F.2d 225 (7th Cir. 1951). 

202 United States v. Swink, 41 F.Supp. 98 (E.D.Va. 1941). 

203 In re Frank, 55-2 U.S.T.C. { 9772 (S.D.Cal. 1955). Constructive possession by levy 
held insufficient to prevent bankruptcy court from acquiring jurisdiction of property. 
City of New York v. Hall, 139 F.2d 935 (2d Cir. 1944). It has been held that levy may 
not be made upon the bankruptcy trustee for taxes of a creditor of the bankrupt in order 
to reach dividends to him, because it would interfere with administration of the bank- 
tupt estate. In re Eagle Frosted Foods Corp., 52-1 U.S.T.C. J 9295 (D.Del. 1951). But 
on application the bankruptcy court may withhold distribution of dividends to the tax- 
payer until his and the Director’s rights thereto are determined in other appropriate 
proceedings. Goldenberg v. Westover, 150 F.2d 388 (9th Cir. 1945). 

204 Goggin v. Division of Labor Law Enforcement, 336 U.S. 118 (1949) ; United States 
yv. Eiland, 223 F.2d 118 (4th Cir. 1955) (prior possession of debt obtained by levy on 
debtor) ; Henkin v. United States, 229 F.2d 895 (2d Cir. 1956), affirming In re Martin 
Wooderaft Corp., 130 F.Supp. 443 (8.D.N.Y. 1955) (property need not be removed from 
premises) ; United States v. Sands, 174 F.2d 384 (2d Cir. 1949); Aydlett v. Robertson, 
48-1 U.S.T.C. 7 9213 (E.D.N.C. 1947); In re Singer, 48-1 U.S.T.C. J 9126 (M.D.N.C. 
1947). 
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missioner and directed by the Attorney General (or his delegate) .?% 

Foreclosure of Tax Lien by Suit. Sometimes the administrative 
remedy by levy will be unavailable or its use undesirable. Although 
levy is frequently availed of despite a disputed claim of priority or 
of title, it is advisable in such eases to adjudicate the title before sale 
so that a better price may be obtained.” Court proceedings may 
also be necessary where some action by the taxpayer must be com- 
pelled, such as surrender of a life insurance policy.* Although 
judicial foreclosure is not ordinarily resorted to until the remedy by 
distraint has been exhausted,” that is not a jurisdictional prerequi- 
site? 

Jurisdiction of suits to foreclose tax liens is conferred upon the 
federal district courts.”’° All persons having liens or claiming any 
interest in the property must be named parties.*"* The taxpayer is 


205 I.R.C. § 7401 (1954). The purpose is to prevent indiscriminate bringing of suits by 
subordinates, Ratification after suit is commenced will suffice. United States v. Tillinghast, 
55 F.2d 279 (D.R.I. 1932), aff’d on other issues, 69 F.2d 718 (1st Cir. 1934). Compliance 
with the requirement is presumed unless the contrary is shown. Taylor v. United States, 
324 Mass. 639, 88 N.E.2d 121 (1949), cert. denied, 338 U.S. 948 (1950). 

206 United States v. Stock Yards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956) 
(‘Where the value and nature of the taxpayer’s rights are not in question, distraint is 
no doubt a useful tool... . But it is a blunt instrument, ill-adapted to carve out property 
interests where their nature and extent are unclear.’’). A further advantage of judicial 
foreclosure from the standpoint of getting a better price is that the taxpayer has no right 
to redeem realty, as he has in ease of distraint. See note 188 supra and note 217 infra. 

207 See note 63 supra. 

208 Cf. Reg. 12, Art. 12 (1920). The suit must be requested by the Commissioner and 
directed by the Attorney General (or his delegate). I.R.C. § 7403(a) (1954). Quaere 
whether the word ‘‘request’’ gives the same leeway to permit subsequent ratification of 
a suit commenced without prior authorization, as does the phrase ‘‘authorizes or sane- 
tions’’ in section 7401 (1954). See note 205 supra. 

209 T.R.C. § 7403(a) (1954); United States v. Curry, 201 Fed. 371 (D.Md. 1912). The 
two remedies are cumulative, and either may be availed of. Blacklock v. United States, 
208 U.S. 75, 86 (1908). 

210 T.R.C. § 7403(a) (1954). Despite 28 U.S.C. § 1396 (1952), venue in rem will lie 
where the property is situated. United States v. Dickerson, 101 F.Supp. 262, 269 (E.D. 
Mo. 1951). Cf. Schwarz v. United States, 191 F.2d 618, 620 (4th Cir. 1951). The Govern- 
ment may also ask affirmatively for foreclosure of its lien when it is named a defendant 
in a private claimant’s suit under 28 U.S.C. § 2410 (1952). Aside from the foreclosure 
action expressly authorized by section 7403 (1954), the Government may avail itself of any 
appropriate form of action or suit in equity available to creditors generally. United States 
v. Haar, 27 F.2d 250 (5th Cir. 1928), cert. denied, 278 U.S. 634 (1928) ; United States v. 
Canfield, 29 F.Supp. 734, 736 (S.D. Cal. 1939) ; United States v. Capital City Dairy Co., 
252 Fed. 900 (D.Ohio 1915) ; In re Rosenberg’s Will, 269 N.Y. 247, 199 N.E. 206 (1935), 
cert. denied, 298 U.S. 669 (1936). 

211 T.R.C. § 7403(b) (1954). In connection with service on absent defendants, see 28 
U.S.C. § 1655 (1952). If a state claims an interest in the property, it may be named a 
defendant in the foreclosure action in the district court. United States v. Graham, 96 
F.Supp. 318 (S8.D.Cal. 1951), aff’d sub nom. State of California v. United States, 195 
F.2d 530 (9th Cir. 1952), cert. denied, 344 U.S. 831 (1952). 





| 
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an indispensable party to the action,”!” although in rem jurisdiction 
over an absent taxpayer will suffice ** uniess it is necessary to order 
some personal action by him.”"* There is some confusion in the cases 
concerning the taxpayer’s right to defend on the merits of the tax,” 
but a third party lien claimant is not permitted to raise the merits.”"* 

Foreclosure Sale; Receiver. The court in the foreclosure suit is 
required to adjudicate all claims to and liens upon the property. If 
a claim or interest of the United States in the property is estab- 
lished, the court ‘‘may’’ decree a sale of the property and a distri- 
bution of the proceeds in accordance with the interests deter- 
mined.”* No right of redemption from the sale is provided.”"® 

The court may appoint a receiver to enforce the lien.*"® If the 
Commissioner certifies during the pendency of the proceeding that 
it is in the public interest, the court may appoint a receiver to pre- 
serve and operate the property, with all the powers of a receiver in 
equity.??° Under such power, the Government has on occasion taken 


212 Macatee v. United States, 214 F.2d 717 (5th Cir. 1954). 

213 28 U.S.C. § 1655 (1952); United States v. Dallas Nat. Bank, 152 F.2d 582 (5th 
Cir. 1945). 

214 United States v. Gilmore, 147 F.Supp. 902 (N.D.W.Va. 1957), rev’d sub nom. United 
States v. Metropolitan Life Ins. Co., — F.2d — (4th Cir. 1958) (surrender of life in- 
surance held by district court to require personal act, not compellable in suit in rem, 
but Court of Appeals for the Fourth Cireuit holds taxpayer’s interest in policies can be 
reached without need for personal act). 

215 See notes 285-291 infra. 

216 See Graham v. United States, 243 F.2d 919 (9th Cir. 1957). The lien claimant is 
thus at a disadvantage if the taxpayer, having no equity at stake, chooses not to contest 
the tax. 

217T.R.C. § 7403(c) (1954). Since the statute before 1936 (Rev. Stat. § 3207(a) 
(1875), as amended by Revenue Act of 1926, Sec. 1127), said that the court ‘‘shall’’ 
decree a sale, and it now says ‘‘may,’’ some flexibility was evidently intended in the 
relief granted. Cf. United States v. Morrison, 247 F.2d 285, 290 (5th Cir. 1957). Compare 
note 63 supra with respect to foreclosure on life insurance policies. There is no express 
authorization for the United States to buy at a foreclosure sale, as there is in the case 
of a distraint sale (supra note 179). Such purchases are sometimes made, however, under 
the general power to purchase at sales on executions on judgments for the United States. 
31 U.S.C. § 195 (1952). 

218 T.R.C. § 7403(¢c) (1954). Contrast distraint, supra note 188. 

219 T.R.C. § 7403(d) (1954) ; United States v. Trout, 46 F.Supp. 484 (S.D. Cal. 1942) 
(life insurance) ; cf. Schwarz v. United States, 191 F.2d 618 (4th Cir. 1951). 

220 T.R.C. § 7403(d) (1954). Since the right to have a receiver appointed is statutory, 
it is not necessary to show all that equity would require for a receivership. United States 
v. Peelle Co., 224 F.2d 667 (2d Cir. 1955). Corporations controlled by the taxpayer, 
although not themselves delinquent, may be brought under receivership if dissipation of 
their assets is threatened. After adjudication the receiver may vote to liquidate such cor- 
porations to make assets available for collection. United States v. Lias, 103 F.Supp. 341 
(D.W.Va. 1952), aff’d, 196 F.2d 90 (4th Cir. 1952). The District Court there declared 
the aim of the receivership to be to conserve the properties, maintain the business as a 
going concern where that appears in the best interest of the parties, and after adjudication 
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over the operation of a race track, a railroad, a public utility, and 
various manufacturing plants. 

Other Suits for Collection. The Government also sometimes 
brings collection suits, not for the purpose of reaching any particu- 
lar property, but simply to extend the duration of the tax lien by 
reducing the claim to judgment.*** The Government may also go 
into the bankruptcy court, in order to assert its claim. It may also 
intervene in suits pending in federal or state courts, in order to 
assert its interest in the subject matter.?” In addition it may coun- 
terclaim in a refund suit in order to assert an additional tax.?” 

Although ordinarily a suit for taxes is based upon an assessment 
(and, of course, it must be so based if a lien is asserted), it is theo- 
retically possible to bring suit without assessment.”** However, such 
suits would no doubt be extremely rare, both because they are im- 
peded in the case of income, estate and gift taxes by the restrictions 
relating to deficiency notices,” and because the Government would 
sacrifice the benefits of the prima facie case of liability which it en- 
joys when there is an assessment.?”* 

Property in Custody of State Court. If property is in the custody 
of a state court in connection with a receivership, an attachment, or 
the administration of an estate or trust, the Government very often 
will submit to the jurisdiction of the state court by filing a claim in 
the proceeding.?”* Although it has.been contended that the federal 
courts exclusively can entertain collection suits by the United 


to return the property to the owners, as their interests are determined, in a healthy and 
prosperous condition with its good will preserved. The duties of a receiver are set out at 
length in the order in United States v. Lucas, 56-2 U.S.T.C. J 9697 (M.D.N.C. 1956). 

221 See discussion at pp. 250-251 supra. 

222 A few instances among many: United States v. Fidelity & Deposit Co., 214 F.2d 
565 (5th Cir. 1954) (suit to set aside fraudulent conveyance) ; In re Rosenberg’s Will, 
269 N.Y. 247, 199 N.E. 206 (1935), cert. denied, 298 U.S. 669 (1936) (suit by testa- 
mentary trust beneficiary) ; Berrymont Land Co. v. Davis Creek Land & Coal Co., 110 
W.Va. 305, 158 S.E. 651 (1931) (judgment creditor’s bill). See also pp. 301-302 infra 
(interpleader). 

223 T.R.C. § 7422(e) (1954). 

224 See Macatee, Inc. v. United States, 214 F.2d 717, 720 (5th Cir. 1954). The statute 
of limitations implicitly recognizes such possibility by providing that ‘‘no proceeding 
in court without assessment for the collection of such tax’’ shall be commenced after the 
time for assessment expires. I.R.C. § 6501(a) (1954). 

225 T.R.C. § 6213(a) (1954). 

226 United States v. Rindskopf, 105 U.S. 418 (1882) ; Becker v. United States, 21 F.2d 
1003 (5th Cir. 1927). See notes 285-291 infra. 

227 G.C.M. 9991, X-1 Cum. BuLL. 135 (1932). See, for example, United States v. Em- 
brey, 145 Fla. 277, 199 So, 41 (1940) ; In re Gellatly’s Estate, 283 N.Y. 125, 27 N.B.2d 
809 (1940); In re Bird’s Estate, 166 Misc. 786, 2 N.Y.S.2d 532 (Surr. Ct. 1938). 
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States,?** the jurisdiction of state courts to entertain such claims 
has been universally recognized.” 

Occasions arise, however, when the Government may not want to 
submit to state court jurisdiction, particularly if the merits of the 
tax might be placed in issue before a court unfamiliar with such 
matters. The Government may then, despite the pending state pro- 
ceeding, sue the executor, administrator, receiver, or other custo- 
dian in the federal district court not to interfere with the state 
court’s possession of the property, but to obtain a judgment estab- 
lishing its claim and the priority thereof, which may then be pre- 
sented as a conclusively adjudicated claim in the state proceeding.” 
But if the Government submits to state court jurisdiction and is not 
satisfied with the result, it cannot then have a federal court enjoin 
the distribution which the state court directs; ** however, if the 
Government, having gone into the state proceeding, is permitted to 
withdraw, it may then sue in the federal court, as above.”*” 

Taxpayers Who Are Abroad. Persons living abroad, whether 
aliens or citizens of the United States, are subject to certain tax 


228 Anderson, Federal Tax Suits in State Courts, 26 Taxes 1144 (1948). 

229 Taylor v. United States, 324 Mass. 639, 88 N.E.2d 121 (1949), cert. denied, 338 U.S. 
948 (1950); United States v. Embrey, 145 Fla. 277, 199 So. 41 (1940). Recognition of 
such jurisdiction is also implicit in United States v. Hoper, 242 F.2d 468 (7th Cir. 1957), 
holding the probate court’s judgment to be res judicata, and in United States v. Ettelson, 
159 F.2d 193 (7th Cir. 1947), holding that such a judgment tolls the statute of limita- 
tions. Contrast 28 U.S.C. §§ 1345 and 1396 (1952), which simply confer jurisdiction on the 
federal courts in suits by the United States for taxes, with 28 U.S.C. § 1355 (1952), con- 
ferring exclusive jurisdiction on such courts in suits for fines, penalties, and forfeitures. 
Submission to the state court does not make the Government subject to state statutes of 
limitations applicable to such proceedings (Taylor v. United States, supra; United States 
v. Embrey, supra; cf. United States v. Summerlin, 310 U.S. 414 (1940) ), nor to counter- 
claims or cross-claims by the adverse parties. In re Gellatly’s Estate, 283 N.Y. 125, 27 
N.E.2d 804 (1940); cf. United States v. Shaw, 309 U.S. 495 (1940). 

280 United States v. Acri, 109 F.Supp. 943 (N.D.Ohio 1952), aff’d, 209 F.2d 258 (6th 
Cir. 1953), rev’d on other grounds, 348 U.S. 211 (1955) (priority over attachment of 
property in pending state action determined by federal court) ; Hart v. United States, 
207 F.2d 813 (8th Cir. 1953), cert. denied, 347 U.S. 919 (1954) (federal court suit against 
receiver appointed by state court in mortgage foreclosure) ; United States v. Peoples 
Trust & Savings Co., 97 F.2d 771 (7th Cir. 1938) (suit against administrator; federal 
court does not even have discretion to defer to probate court) ; United States v. Mercantile 
Trust Co., 62 F.Supp. 837 (D.Md. 1945) (lien on testamentary trust income); G.C.M. 
9991, XI-1 Cum. BuLL. 135 (1932)). Cf. Markham vy. Allen, 326 U.S. 490 (1946). 

231 United States v. Guaranty Trust Co., 76 F.2d 747 (2d Cir. 1935) ; United States v. 
Treister, 54-2 U.S.T.C. J 9453 (S.D.Fla. 1953). However, the state case may be brought 
within federal jurisdiction by a petition for certiorari to the United States Supreme 
Court from the highest state court. 28 U.S.C. § 1257(3) (1952). 

282 Hart v. United States, 207 F.2d 813 (8th Cir. 1953), cert. denied, 347 U.S. 919 
(1954). : 
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liabilities.*** Persons who incur taxes while living here may also de- 
part before the tax can be collected.*** If they leave property in this 
country or are owed money by persons in the United States, the 
usual processes of distraint or a foreclosure suit with in rem juris- 
diction are available.” 

However, insufficient property may be found in the United States, 
and it may be desired to keep the liability alive against the day 
when the taxpayer will return to the jurisdiction. The Director may 
then make a determination that collection of the tax is hindered or 
delayed because property of the taxpayer is situated or held out- 
side the United States or is removed therefrom, and the period for 
collection will be suspended while that condition continues, but for 
not more than six years.”** If collection cannot be effected within 
that time, suit may be started in order to extend the lien.*”” Service 


238 Citizens, even though living permanently abroad, are taxable on investment income 
from all sources (Cook v. Tait, 265 U.S. 47 (1924)), although their earned income under 
specified conditions is exempt. I.R.C. § 911 (1954). Non-resident aliens and foreign cor- 
porations are taxable on certain income from United States sources. I.R.C. § 871 (1954). 
Other tax liabilities, such as the estate tax, may also be incurred. Enforcement of the in- 
come tax on certain aliens and foreign corporations is facilitated by requiring withhold- 
ing of tax by payors of their income (I.R.C. §§ 1441 and 1442 (1954) ), but that does not 
apply to non-resident citizens, 

234 If it is found that a taxpayer ‘‘designs quickly to depart from the United States 
or to remove his property therefrom,’’ the Service may terminate his taxable year, 
assess the liabilities accrued to that moment, and take immediate enforcement steps. 
I.R.C. § 6851(a) (1954). Only in the case of aliens, however, may departure be prevented 
until obligations are satisfied or secured by bond (I.R.C. § 6851(d) and (e) (1954)), and 
then only in the case of income taxes. 

235 United States v. Dallas Nat. Bank, 152 F.2d 582 (5th Cir. 1945) (trust income 
foreclosed upon); United States v. Balanovski, 236 F.2d 298, 302 (2d Cir. 1956), cert. 
denied, 352 U.S. 968 (1957) (interest in United States partnership); United States v. 
Metropolitan Life Ins. Co., — F.2d — (4th Cir, 1958) (life insurance policy). Quaere 
whether section 13 of the Uniform Stock Transfer Act would similarly prevent reaching 
corporate stock by an in rem suit at the corporate domicile, if the stock certificate cannot 
be reached or the taxpayer enjoined from transferring it (which would require personal 
jurisdiction over the owner. Johnson v. Wood, 15 N.J. Mise. 150, 189 Atl. 613 (Cir. Ct. 
1936) ). Possibly the Government is not bound by such restrictions of state law. Cf. United 
States v. Rosenfeld, 26 F.Supp. 433 (E.D.Mich 1938). In some states where such provision 
has not been enacted, attachment of the stock on the books of the corporation will suffice. 
United States v. Schuermann, 106 F.Supp. 86 (E.D.Mo, 1952), See 11 FLETCHER, PRIVATE 
CoRPORATIONS § 5110 (perm. ed. rev. 1932) ; Partch v. Adams, 55 Cal. App.2d 1, 130 P.2d 
244 (1942); State ex rel. North American Co. v. Koerner, 357 Mo. 908, 211 S.W.2d 698 
(1948). The dividends, in any event, can be reached. 

236 T.R.C. § 6503(c) (1954); Reg. Sec. 301.6503(¢)-1 (1956). Since this provision 
applies only to taxes imposed by the 1954 Code, it will be some years before its effects on 
the statute of limitations are felt. 

237 United States v. Ettelson, 159 F.2d 193 (7th Cir. 1947) ; United States v. Spreckels, 
50 F.Supp., 789 (S.D.Cal. 1943). A proceeding directed only against specific property 
would not keep the time open for reaching other property, but usually a personal judg- 
ment is sought as well as foreclosure of the lien. 
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of process on the absent taxpayer is not necessary to the commence- 
ment of the suit for this purpose,”** and the case may lie dormant 
for as long as the district court’s rules and the indulgence of the 
judge permits. 

Ordinarily, a court will not enforce the tax laws of another sov- 
ereignty,”® so that it would not be possible to bring suit against 
the taxpayer in the country where he resides. However, a number of 
tax treaties now provide reciprocity in this respect, so that the 
United States may pursue the taxpayer to his hideaway by calling 
upon the foreign government to collect the federal tax in conformity 
with its own procedures.” 


Taxpayer’s Remedies 


We have described the drastic remedies which the Government 
can bring to bear against the taxpayer. Actually, however, the cases 
in which it is necessary to resort to such measures are relatively 
unusual, since the Service’s policy is not to force the taxpayer into 
bankruptcy, leave him homeless, or otherwise oppress him, if he is 
sincerely trying to make up his delinquencies and there is a good 
chance that he will succeed if given time.*** 

Extension of Time for Payment. The Director is authorized to 
grant reasonable extensions of the time for payment of the tax 
shown, or required to be shown, on a return, for a period not ex- 
ceeding six months, or longer if the taxpayer is abroad.** In case of 
undue hardship, the time for paying the estate tax determined by 
the executor may be extended for as long as ten years.*** In the case 


238 Fep. R. Civ. P. 3. 

239 Cf. Moore v. Mitchell, 30 F.2d 600 (2d Cir. 1929), aff’d, 281 U. S. 18 (1930). See 
Note, 165 A.L.R. 796 (1946). 

240 CCH Tax TREATIES: Tax Conventions with Belgium (Art. XVII) J 620; Denmark 
(Art. XVIII) ¥ 2122; France (Art. 23) § 2832; Greece (Art. XIX) ] 3122; Netherlands 
(Art. XXII) J 6120; Norway (Art. XVII) { 6120; Sweden (Art. XVII) { 7322; and 
Union of South Africa (Art. XV) J 7918. Some of them will apply such procedure only 
against United States citizens, and none will apply it against their own citizens. The tax 
liability must first have been ‘‘finally’’ determined, since the foreign country would be 
in no position to try the merits. Other tax treaties, notably those with England and Canada, 
do not include such provisions, although exchange of information is generally provided. 

241 See instructions of Commissioner Harrington in J. K. LassEr Tax Report, Nov. 11, 
1956. 

242 T.R.C. § 6161(a)(1) (1954). Extensions beyond that period may be granted after 
the collection process has commenced. United States v. Wolper, 86 F.2d 715 (2d Cir. 1936). 
See note 249 infra. 

243 T.R.C. § 6161(a) (2) (1954). Where the value of a reversionary or remainder interest 
is included in the gross estate, payment of the part of the tax attributable thereto may, at 
the executor’s option, be deferred for six months after the preceding interests terminate. 
LR.C. § 6163(a) (1954). 
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of deficiency assessments of income and gift tax, provided undue 
hardship is shown and there was no fraud, negligence, or intentional 
disregard of rules and regulations, a reasonable extension of as long 
as eighteen months may be obtained, with a further twelve months 
permitted in exceptional cases.”** The limit in the case of an estate 
tax deficiency, subject to the same provisos, is four years.2° The 
Director may require a bond conditioned upon payment in accord- 
ance with the terms of the extension.*“* Such a bond merely stays 
collection and does not remove the lien from the taxpayer’s prop- 
erty; but it may be combined with a bond for release of lien.2*7 

Automatic extensions of time for payment are provided in case 
of military service.*** 

Arrangements in Case of Delinquency. Even after the taxpayer’s 
property has been seized under distraint, the Director may release 
the levy if the taxpayer makes satisfactory arrangements for pay- 
ment, which may be by placing property in escrow, giving bond, pay- 
ing the Director an amount equal to the Government’s interest in 
the property seized, assigning part of his salary or wages, promis- 
ing satisfactory installment payments, and/or agreeing to extend 


244 T.R.C. § 6161(b) (1) (1954). 

245 T.R.C. § 6161(b) (2) (1954). 

246 T.R.C. 6165 (1954). Although the Regulations require that the bond be written by 
an approved corporate surety (Reg. 118, Sec. 39.272-3(¢)), that may be in conflict with 6 
U.S.C. § 6 (1952), which prescribes that no officer or person having the approval of any 
bond shall exact that it be furnished by a guaranty company or by any particular guaranty 
company. Yoke v. Mazzello, 202 F.2d 508 (4th Cir. 1953) (involving jeopardy bond under 
what is now I.R.C. § 6863 (1954)). But cf. I.R.C. § 7101 (1954), giving broad power to 
prescribe what sureties shall be furnished on bonds for taxes. 

The bond is valid and enforceable even though the extension of time runs beyond the 
maximum period fixed by the law (supra notes 242-245). United States v. Fidelity & De- 
posit Co., 80 F.2d 24 (9th Cir. 1935), cert. denied, 298 U.S. 665 (1936) ; United States v. 
Wolper, 86 F.2d 715 (2d Cir. 1936). 

The surety is subrogated to the Government’s rights against the taxpayer, other than 
the summary remedy of distraint (I.T, 1859, II-2, Cum. Buu. 228 (1923) ; In re Neely, 
10 F.Supp. 654 (S.D.N.Y. 1935) ), but may not assert such rights until it has made pay- 
ment. Maryland Cas. Co. v. Charleston Lead Works, 24 F.2d 836 (E.D.S.C. 1928). While 
the surety on an unconditional bond may not defend on the merits of the tax but must 
pay the sum as promised (see note 292 infra), the surety is subrogated to the taxpayer’s 
right to obtain a refund if the tax is erroneous. Maryland Cas. Co. v. United States, 32 
F.Supp. 746 (Ct.Cl. 1940). 

United States bonds may be deposited by the taxpayer in lieu of a surety bond. 6 U.S.C. 
§ 15 (1952); I.R.C. § 7101(2) (1954). The Director has discretion to make other security 
arrangements that will adequately protect the revenue. See United States v. Fidelity & 
Deposit Co., supra; United States v. Converse Cooperage Co., 42 F.2d 227 (N.D.IIl. 1930) ; 
cf. Reg. Sec. 301.6343-1 (1954) ; infra note 249. 

247 T.D, 4275, VIII-2 Cum. Buu. 167 (1929). See note 252 infra. 

248 50 U.S.C. Appendix § 573 (1952) ; I.R.C. § 7508(a) (1) (B) (1954). 
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the statute of limitations.*** The release of the levy does not prevent 
a later levy if that becomes necessary. Similar arrangements, of 
course, may be made before there is a levy. 

Release of Lien.*° The existence of a tax lien, particularly if it 
has been filed,” can be very embarrassing to a taxpayer in dispos- 
ing of his property or obtaining credit. Provision is made, there- 
fore, for obtaining a release of the lien by giving a bond providing 
for the payment of the tax, with interest, within the time provided 
by law or any extension thereof.?*” 

If the taxpayer has paid the tax or the liability has become unen- 
forceable by lapse of time, the lien will have automatically ex- 
pired,”** but the filed lien may remain of record as a cloud on the 
taxpayer’s title. He may then obtain from the Director a certificate 
of release of lien ** which, if state law permits, he may file for 
record.**> However, the mere fact that the lien is ‘‘unenforceable 
in fact’’ rather than in law, because the taxpayer has no funds or 
property from which collection could be made, is not a ground for 
granting him a blanket release from the lien, since he may later 
acquire other property to which the lien should attach.”* Even a 
discharge in bankruptcy, since it does not discharge a federal tax 


249 T.R.C. § 6343 (1954) ; Reg. Sec. 301.6343-1(b) (1954). Unless bond is given, finan- 
cial statements will ordinarily have to be submitted. For a pre-1954 Code discussion, see 
Lambert, Collection of Internal Revenue Taxes, 4 AM. U. Tax Inst. 407, 412 (1952). On 
May 25, 1955, the Service put into practice a ‘‘ collect as you go’’ plan, by which a delin- 
quent taxpayer, his employer, and the Director may agree upon a program of payroll 
deductions to satisfy back taxes (Form 2159). 

250 A ‘‘release,’’ which extinguishes the tax lien, should be distinguished from a ‘‘ dis- 
charge,’’ which removes specified property from the lien but leaves it in force against all 
other property (infra notes 264-269). Unfortunately, the distinction is muddied by the 
use of the word ‘‘release’’ interchangeably for both types of action in the case of estate 
and gift tax liens (Reg. Sec. 301.6325-1(a) (2) (ii) (1954)). 

251 See notes 410 et seq. in the Second Installment appearing in the May issue. 

252 T.R.C. § 6325(a)(2) (1954). Concerning the conditions of the bond, permissible 
sureties, and deposit of United States bonds in lieu thereof, see note 246 supra. But note 
that the Regulations concerning bonds for release of lien permit bonds to be written by 
individuals or corporations other than surety companies in exceptional circumstances. 
T.D. 4275, VIII-2 Cum. Buuu. 167 (1929). In the Director’s discretion, any time for pay- 
ment may be agreed upon in the bond provided it is not later than six months before the 
statute of limitations, or agreed extensions thereof, would expire. Reg. Sec. 301.6325-1 (a) 
(3) (1954). 

253 Supra notes 16-23. 

254 1.R.C. § 6325(a) (1) (1954). Payment of one liability entitles the taxpayer to a 
release of that particular lien, even though other liens remain outstanding. G.C.M. 3279, 
VII-1 Cum. BULL. 136 (1928). 

255 Federal law does not contemplate the filing of such releases. G.C.M. 26419, 1950-1 
Cum. Butt. 125. But many state laws permit their filing in the same place where the liens 
were originally filed. 

256 Reg. Sec. 301.6325-1(a) (1) (1954). 
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liability or relieve the taxpayer’s after-acquired property from 
lien,” is not a ground for release of such lien.”** In cases of ‘‘un- 
collectibility in fact,’’ the proper procedure is to seek a compro- 
mise.°® 

In the case of the estate or gift tax lien which arises upon death 
or at the date of gift before anyone can know the actual amount of 
the tax liability,” a full release of the lien, based upon a finding 
that the tax has been ‘‘fully satisfied or provided for,’’ 7! may be 
obtained only after the investigation has been completed and the 
tax, including any deficiency determined, has been paid.?*? Since 
the possibility of a further deficiency exists as long as the statute 
of limitations is open, such a release is granted only in the Director’s 
discretion if the applicant shows a need therefor in order to permit 
transfer of a clear title.” 

Partial Discharge of Lien. Since it would often be impracticable 
or impossible to obtain a complete release of the taxpayer’s prop- 
erty from lien under the foregoing conditions, provision is made 
for discharge of the lien on particular pieces of property which the 
taxpayer may desire to transfer or encumber. One or the other of 
two conditions must be satisfied in order to obtain such a discharge. 

An item of property may be discharged from any tax lien, with- 
out payment, if the fair market value of the property remaining 
subject to lien is at least double the sum of the unsatisfied tax lia- 
bility secured by the lien and of aH other liens which have priority 
over the tax lien.*** Under former law, in the case of the special liens 
for estate and gift taxes, it was permissible to discharge particular 
property from such liens if the remaining property left the liability 


257 11 U.S.C. § 35(a) (1) (1952) ; I.R.C. § 6873 (1954) ; Salsbury Motors, Inc. v. United 
States, 210 F.2d 171 (9th Cir. 1954), cert. denied, 347 U.S. 953 (1954). 

258 G.C.M. 1072, VI-1 Cum. BuLL. 103 (1927). 

259 Horne, Offers in Compromise in PROCEEDINGS OF NEW YORK UNIVERSITY SIXTEENTH 
ANNUAL INSTITUTE ON FEDERAL TAXATION 503 (1958). 

260 See discussion pp. 264-266 supra. 

261 IRC. § 6325(a) (1) (1954). 

262 Reg. Sec. 301.6325-1(a) (2) (1954). 

263 Ibid. 

264 .R.C. § 6325(b) (1) (1954); Reg. See. 301.6325-1(b)(1) (1954). Assume a tax 
lien of $10,000 is outstanding against property worth $75,000 in the aggregate, on one 
piece of which there is a $20,000 mortgage having priority over the tax lien. Taxpayer 
desires discharge of lien from another piece of property, worth $25,000, which will leave 
subject to the lien property worth $50,000, in which his equity is $30,000. Although his 
equity is three times the tax lien, that is not the test. The remaining property ($50,000) 
is less than double the sum of the tax lien and the mortgage ($30,000). If he can reduce 
either the tax or the mortgage by $5,000 out of the proceeds of the discharged property 
or otherwise, he may then get a discharge under this provision. 
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‘‘fully provided for’’—not doubly provided for.*® But the re- 
arrangement of the Code in 1954 has left some doubt concerning 
whether property can be discharged from those liens without meet- 
ing the test of double coverage of the tax lien and prior liens— 
obviously a difficult test to meet in a large estate, the estate tax on 
which may equal half the value or more. A provision to restore the 
former situation is included in the pending Mills Bill.2 In any 
event, while the Regulations evidently contemplate in a proper 
case that such lien may be released from particular property even 
before the return is filed,” it is improbable that such a release 
would be granted before audit, unless the nature of the estate indi- 
cates little likelihood of major controversies over value or taxa- 
bility, or unless the real property (which is less readily dissipated 
than personal property) amply secures the maximum probable lia- 
bility. 

In many cases with respect to both the general lien and the special 
liens, the most practicable of the alternative procedures available 
for discharge is the payment to the Director of the amount fixed by 
him, which is not less than the value of the Government’s interest 
in the particular property to be discharged.”** Ordinarily, unless 
there is a dispute over the priority of liens, the ownership of the 
property, or the adequacy of the price, the discharge can be obtained 
by paying over the net proceeds of sale above prior liens.” 


265 T.R.C. §§ 827(a) and 1009 (1939). 

266 H.R. 8381, 85th Cong., 1st Sess. § 66 (1957), and H.R. Rep. No. 775, 85th Cong., 1st 
Sess. 101 (1957). It is not at all clear, however, that the former rule is not in fact retained 
in present law in the closing words of section 6325(a)(1) (1954). 

267 Reg. Sec. 301.6325-1 (a) (2) (ii) (1954). 

268 T.R.C. § 6325(b) (2) (A) (1954). No payment need be submitted with the applica- 
tion, since the amount required must be determined by the Director. In the case of estate 
or gift tax, such payment for discharge may be made before there is any tax assessment 
against which to apply it. Under former law such amount was held to be a mere ‘‘ecash 
indemnity bond’’ and not a ‘‘payment of tax’’ for the purpose of starting interest 
running, if it proved to be in excess of the tax liability, or for starting limitations running 
on a refund claim. Mitchell v. Westover, 90 F.Supp. 278 (S.D.Cal. 1950). Cf. Rosenman v. 
United States, 323 U.S. 658 (1945). The 1954 Code, however, makes provision for assess- 
ment immediately upon receipt of ‘‘any amount paid as a tax or in respect of a tax’’ 
(I.B.C. § 6213(b) (3)), so it would seem that interest and the statute of limitations would 
run from that time. 

269 Assume a taxpayer, owing $250,000 in taxes and owning only a piece of property 
worth $100,000, on which there is a prior mortgage of $60,000, desires to dispose of the 
property. He can probably obtain a discharge by paying over the net proceeds of $40,000 
to apply on the tax. But note that the Director is instructed, in fixing the payment re- 
quired, to take into account the expense to which he has been put in passing upon the 
application. (Reg. Sec. 301.6325-1(b) (2) (1954) ). Difficulties may arise when the terms 
of sale require that the lien discharge be granted before a cash payment equal to the tax- 
payer’s equity is to be made. In at least one instance involving such circumstances, a sale 
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Subordination of Tax Lien. Suppose, however, the taxpayer does 
not desire to sell his property. In fact, a sale would impair his abil- 
ity ultimately to work off the tax liability. He may have a chance to 
raise a substantial amount (but less, of course, than the full value 
of his equity) by mortgaging the property. Can the Director, upon 
payment to him of that sum, discharge, not the entire property, but 
the first X dollars of the taxpayer’s equity in order to let in the 
mortgage? The Government would be in the same relative position 
as before, since it has cash where it formerly had a prior lien, and 
it still would have its lien on the remaining equity. Whether it would 
be wise or beneficial to make such an agreement would depend on 
the circumstances; but even the question of power is in doubt.?” 
The absence of clear authorization has often led to refusal of the re- 
lief, but there have been instances where it has been permitted.?™ 

Effect of Certificate of Release or Discharge. Whether the Di- 
rector releases the lien in full or grants a discharge of particular 
property from the lien, his certificate conclusively removes the lien 
from the property covered by such certificate, and it may be relied 
upon by third parties dealing with the property.?"* Nevertheless, it 
may be set aside if it was procured by fraud of the person claiming 
its benefit.?"* Furthermore, it does not preclude the subsequent de- 
termination of a tax deficiency * which will, of course, become a 


was saved when imaginative administration prevailed over literalism, and the discharge 
was executed before payment under the protection of an escrow. Concerning a discharge 
granted without payment, when prior liens exhaust the value of the property, see Second 
Trstallment appearing in the May issue, at note 860. 

270 Cf. G.C.M. 3205, VII-1 Cum. Buu. 135 (1928), denying authority to release a lien 
temporarily in order to let a renewal mortgage take the priority of the old mortgage. That 
ruling was under the Revenue Act of 1926, however, before Section 613 of the Revenue Act 
of 1928 introduced the discharge procedure. 

271 Even if the Director is willing, the prospective lender may question whether he is 
protected by an agreement with doubtful statutory authority behind it. 

272 I.R.C. § 6325(c) (1954). The responsibility for filing the certificate, either of release 
or discharge, in order to clear the record title rests upon the taxpayer or other applicant. 
Supra note 255, 

278 In re Bowen, 138 F.2d 22 (3d Cir. 1944), cert. denied, 320 U.S. 799 (1944). Cf. Frei- 
tag v. The Strand of Atlantic City, Inc., 205 F.2d 778 (3d Cir. 1953). But the applicant 
need not ‘‘lead the Government by the hand.’’ In re Bowen, 151 F.2d 690, 693 (3d Cir. 
1945). It has also been suggested that a release given in total disregard of the statutory 
conditions would be void. United States v. Roanoke Motor Co., 8 F.Supp. 228 (W.D.Va. 
1934). Where a release is given in error but without fraud, the Government considers that 
it is still entitled to levy on the property while the taxpayer owns it (I.R.C. § 6331(a) 
(1954) ), even though the Government has lost its lien priority. 

274 Joseph T. Miller, 23 T.C. 565 (1954), aff’d, 231 F.2d 8 (5th Cir. 1956) ; Comm’ v. 
Angier Corp., 50 F.2d 887 (1st Cir. 1931), cert. denied, 284 U.S. 673 (1931). The Govern- 
ment is not estopped even if the taxpayer suffers in reliance on his mistaken belief that 
the certificate bars further liability. The release of lien does not relieve the surety on an 
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new lien on any property interest still held by the taxpayer when it 
is assessed, or thereafter acquired, but would not affect intervening 
interests acquired by others in reliance on the certificate. 


Taxpayer’s Remedies If He Disputes Assessment 


The remedies so far discussed have been based on the assumption 
that the tax is not disputed by the taxpayer or, at least, that his con- 
test is to be deferred until a later stage. What if he disagrees with 
the assertion of liability and desires, therefore, to remove the lien 
and prevent a sale of his property without paying or providing 
security for the tax? He cannot resort to self-help, for it is a crim- 
inal offense to ‘‘rescue’’ property from the distraining officer, even 
if it has been left in the taxpayer’s premises after distraint.?” 

Iitigation in the Tax Court. The accepted way to litigate the tax 
liability before payment is to file a petition in the Tax Court, 
although that procedure is limited to income, estate, and gift 
taxes." Normally, no problem of resisting efforts at collection 
would arise if the taxpayer took that course, since assessment and 
collection of the deficiency are prohibited until he has had that 
opportunity.?” 

However, if the Director believes that collection of a deficiency 
in any of the taxes above mentioned would be jeopardized by delay, 
the tax may be immediately assessed and notice and demand for 
payment may be made.*** Frequently, such jeopardy assessments, 
made under emergency conditions without adequate audit, are arbi- 
trary and excessive in amount. The making of a jeopardy assess- 
ment does not preclude a contest of the liability by the taxpayer 
in the Tax Court, however, since he is entitled to receive a deficiency 
notice, on the basis of which he may file a petition.?” 


extension bond (supra note 246), even though the release deprives the surety of the right 
of subrogation to the lien. United States v. Roanoke Motor Co., 8 F.Supp. 228 (W.D.Va. 
1934). 

27518 U.S.C. § 2233 (1952) (providing maximum penalties of $2,000 fine, two years’ 
imprisonment, or both) ; United States v. Sauer, [V-2 Cum. Buu. 220 (W.D.Pa. 1925). 

276 T.R.C. § 6213(a) (1954). 

277 The taxpayer may obtain an injunction against such steps in the absence of a jeop- 
ardy assessment. I.R.C. § 6213(a) (1954). 

278 T.R.C. § 6861(a) (1954); Reg. Sec. 301.6861-1(d) (1957). A jeopardy assessment 
has been described as ‘‘an arbitrary assessment designed to get control of available assets 
of the taxpayer pending final determination of the liability, if any.’’ S. Rep. No. 730, 83d 
Cong., 1st Sess. 1 (1953), quoted in Homan Mfg. Co. v. Long, 242 F.2d 645, 650 (7th Cir. 
1957). 

279 T.R.C. § 6861(b) (1954). The jeopardy assessment may be abated if it is established 
that jeopardy does not exist, thus removing the lien until the merits are determined by the 
Tax Court and a regular assessment is made. I.R.C. § 6861(g) (1954). 
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The pendency of the Tax Court petition does not, in itself, prevent 
imposition of the lien or seizure of property for collection of the 
tax. However, a new provision in the 1954 Code somewhat mitigates 
the harshness of enforcing the arbitrary assessment by prohibiting 
the sale of the property seized until a final decision of the Tax Court 
(or until the time for going to the Tax Court expires without a peti- 
tion having been filed) unless (1) the taxpayer consents to the sale; 
(2) the property is perishable or would become greatly reduced in 
value by retention; or (3) the expenses of conservation and main- 
tenance would greatly reduce the net proceeds.*® Thus, while the 
taxpayer may lose possession or control of his property, a sacrifice 
sale before the merits are determined is avoided. No bond need be 
given for this purpose. 

In order to preclude seizure of his property, levy on his debtors, 
or other collection efforts short of sale, the taxpayer must give bond, 
conditioned on payment of whatever amount the Tax Court deter- 
mines to be due (or of the full amount, if no petition is filed).?* 
Even such a bond, however, will not remove the lien from the tax- 
payer’s property.** The only bond which will permit release of the 
lien *** is an unconditional bond for payment, not one conditioned 
on payment only of what the Tax Court determines.*** Of course, 
giving such an unconditional bond would not preclude a later claim 
and suit for refund of the tax so paid. 

Defense of Collection Suit on the Merits. There are some deci- 
sions of district courts to the effect that the taxpayer has only two 
remedies by which to contest the merits of the tax—a petition to the 
Tax Court, where that is permitted, and a claim and suit for refund 
after payment of the tax. Accordingly, they say, the assessment is 
conclusive for purposes of a suit by the Government either to fore- 
close the tax lien ** or to obtain a judgment for the tax.*** It would 


280 T.R.C. § 6863(b) (3) (1954). 

281 I.R.C. § 6863(b) (2) (1954). See Reg. 118, Sec. 39.273-1(c), and note 246 supra. 

282 Although the giving of bond might be thought to eliminate the jeopardy and thus 
give grounds for abating the jeopardy assessment under § 6861(g) (1954) (supra note 
279), such abatement would entitle the taxpayer to reduction of the bond (1.R.C. § 6863 (a) 
(1954) ), thus again placing the tax in jeopardy. 

283 Supra note 252. 

284 Tomlinson v. Poller, 220 F.2d 308 (5th Cir. 1955), cert. denied, 350 U.S. 835 (1955). 
Concerning the right to contest the merits of the tax in such cases, see notes 246 supra 
and 292 infra. 

285 Commercial Credit Corp. v. Schwartz, 126 F.Supp. 728 (E.D.Ark. 1954) (actually 
not a lien foreclosure suit by the United States, but one brought by a mortgagee under 
28 U.S.C. § 2410 (1952), in which the tax lien was enforced). 

286 United States v. Hauser, 25 F.Supp. 689 (8.D.Cal. 1938). 











1958] TAX COLLECTION AND LIEN PROBLEMS 291 


follow, of course, that such judgment would not preclude litigation 
of the merits in a subsequent appropriate proceeding.”* 

On the other hand, higher authority holds that the assessment is 
only prima facie; that the merits are open in a suit to foreclose the 
lien,”** or to obtain judgment for the tax,** or a proceeding in the 
probate court; *° and that the judgment therein is conclusive 
against later litigation of the merits, even if they were not in fact 
raised in such suit.*** Until the rules are clarified, a taxpayer would 
be well advised to raise any defense on the merits in the collection 
suit and not count on getting a later chance to make a contest. In 
the case of a suit on an unconditional bond given for payment of tax, 
however, it has been held that a defense on the merits of the tax is 
not permissible.?® 

Injunction. Circumstances will arise in which the foregoing reme- 


287 See Commercial Credit Corp. v. Schwartz, 126 F.Supp. 728, 730 (E.D.Ark. 1954). 
An unfortunate result of the Court’s view is that since neither the taxpayer nor the sub- 
ordinate lienors may contest the liability, the junior liens may be cut off by a tax claim 
which is in fact invalid. Quaere whether such liens would attach by subrogation to the 
refund later obtained by the taxpayer. 

288 United States v. Hoper, 242 F.2d 468, 472 (7th Cir. 1957) (‘‘If the defendants can 
prove that the taxpayer had no tax liability, it would follow that the asserted lien is with- 
out foundation in fact or in law and that the government could not succeed in this 
action.’’); Graham v. United States, 243 F.2d 919 (9th Cir. 1957); Macatee, Ine. v. 
United States, 214 F.2d 717 (5th Cir. 1954). 

289 United States v. Rindskopf, 105 U.S. 418 (1882); Clinkenbeard v. United States, 
88 U.S. (21 Wall.) 65 (1874) ; Becker v. United States, 21 F.2d 1003 (5th Cir. 1927). See 
Bowers v. American Surety Co., 30 F.2d 244, 245 (2d Cir. 1929), cert. denied, 279 U.S. 
865 (1929). Although the Supreme Court cases antedate the availability of Tax Court 
proceedings, the Court might have concluded that the taxpayer’s sole remedy was to sub- 
mit to judgment for collection and then sue for refund. That it held otherwise casts grave 
doubt on the decision cited in notes 285-287 supra. The statute expressly permits raising 
the merits in the case of a counterclaim by the Government in a refund suit (I.R.C. 
§ 7422(e) (1954)). Proofs of claim for taxes filed in bankruptcy by the United States 
may be determined on the merits by the bankruptcy court (11 U.S.C. § 104(a) (4) (1952) ; 
T.R.C. § 6871(b) (1954) ; Reg. Sec. 301.6871(a)-2(¢) (1957) ; United States v. Coast Win- 
eries, 131 F.2d 643, 648 (9th Cir. 1942) ; In re General Film Corp., 274 Fed. 903 (2d Cir. 
1921) ). In fact, the trustee has no option to let the claim be allowed without contest and 
then to seek a refund. Cohen v. United States, 115 F.2d 505 (1st Cir. 1940); Maryland 
Casualty Co. v. United States, 32 F.Supp. 746, 754 (Ct.Cl. 1940) ; Hamel v. United States, 
135 F.Supp. 482 (D. N.H. 1955). 

290 United States v. Hoper, 242 F.2d 468 (7th Cir. 1957) ; In re Bird’s Estate, 166 Mise. 
786, 2 N.Y.S.2d 532 (Surr. Ct. 1938). 

291 See cases cited in note 288 supra. 

292 Bowers v. American Surety Co., 30 F.2d 244 (2d Cir. 1929), cert. denied, 279 U.S. 
865 (1929) ; Gray Motor Co. v. United States, 16 F.2d 367 (5th Cir. 1927). Cf. note 284 
supra. Even if the invalidity of the tax has been established by a judgment in the tax- 
payer’s favor, the surety must make payment on the bond (Maryland Cas. Co. v. United 
States, 76 F.2d 626 (5th Cir. 1935)) and sue for refund in subrogation to the taxpayer’s 
rights. Maryland Cas. Co. v. United States, 32 F.Supp. 746 (Ct.Cl, 1940). The merits are 
open, however, in a bond which is not unconditional but merely indemnifies the Govern- 
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dies will be inadequate for a contest of the merits before payment. 
The taxpayer whose circumstances are such as to cause a jeopardy 
assessment to be made against him may be unable to obtain a surety 
bond to prevent enforcement (other than by sale) pending a contest 
in the Tax Court.*** In the case of employment taxes, excise taxes, 
and other miscellaneous taxes, which may be a major item of ex- 
penditure for a business, there is no opportunity provided for con- 
test in the Tax Court before enforcement of the tax, whether by sale 
or otherwise. The opportunity to defend on the merits in a collection 
suit in the district court will not arise if the Government elects, as it 
usually does, to proceed by administrative levy upon the taxpayer’s 
property and his debtors. 

Can the taxpayer in those circumstances sue to enjoin collection 
or to compel release of the lien for a tax he considers illegal or exces- 
sive? In general, he cannot. The law provides categorically that ‘‘no 
suit for the purpose of restraining the assessment or collection of 
any tax shall be maintained in any court.’’ ?** Equally, the taxpayer 
is barred from obtaining a declaratory judgment on his tax liability 
before payment *® or obtaining a judicial release of the lien on his 


ment against loss (United States v. Charleston Lead Works, 49 F.2d 281 (E.D.S.C. 1931) ) 
or agrees to pay ‘‘all taxes due.’’ United States v. Coast Wineries, 131 F.2d 643 (9th Cir. 
1942) (distiller’s bond). 

293 See note 281 supra. 

294 T.R.C. § 7421(a) (1954). The prohibition, which has been in effect since 1867, was in- 
tended to prevent undue interference with the collection of taxes which are the lifeblood of 
government. It may be questioned whether the need for it now exists, except where the 
circumstances are such that the Government could not be protected by its lien, or by a 
bond, or a receivership pending litigation of the merits. So large a part of tax collections 
are virtually automatic, and so small a part is contested, that it would not endanger the 
Government’s finances to extend the right of litigation before payment, which is already 
applied in a large segment of our tax system. 

The restriction on injunction against tax collection extends also to claims for interest 
on taxes (Voss v. Hinds, 208 F.2d 912 (10th Cir. 1953)), as well as for fraud penalties. 
Burke v. Mingori, 128 F.2d 996 (10th Cir. 1942); Harvey v. Early, 160 F.2d 836 (4th 
Cir. 1947). Early cases held that the restriction did not apply in the case of exactions 
which were deemed not taxes at all but penalties. Lipke v. Lederer, 259 U.S. 557 (1922) ; 
Regal Drug Corp. v. Wardell, 260 U.S. 386 (1922). But Congress has long since learned 
to frame its regulatory taxes to avoid such classification. Wells v. Campbell, 113 F.Supp. 
928 (N.D.Tex. 1953). 

We are not here concerned with the statutory exception to the prohibition where the 
taxpayer (in the absence of jeopardy) has been denied the opportunity to go to the Tax 
Court before having to pay an income, estate, or gift tax deficiency (I.R.C. § 6213(a) 
(1954) ) or where his waiver of that right was obtained by duress. Yoshimura v. Alsup, 167 
F.2d 104 (9th Cir. 1948). Injunction may also be had when the Government refuses a 
proper bond on a jeopardy assessment and proceeds to enforce the assessment. Yoke v. 
Mazzello, 202 F.2d 508 (4th Cir. 1953). 

295 28 U.S.C. § 2201 (1952) ; Martin v. Andrews, 238 F.2d 552 (9th Cir. 1956) ; Wilson 
v. Wilson, 141 F.2d 599 (4th Cir, 1944). 
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property.” Even a claim that the tax statute is unconstitutional 
ordinarily cannot be litigated in this manner prior to payment.?*7 
Possibly an injunction could be obtained upon a showing that the 
assessment is so arbitrary and capricious that by no possibility 
could a valid tax have been determined against the taxpayer ; 7°* but 
the chance of obtaining an injunction on that ground alone is quite 
remote in the absence of the further circumstances described 
below.?” 

Despite the unqualified terms of the restriction on injunctions, the 
courts have recognized a narrow exception in cases where enforce- 
ment of the tax by sale would destroy intangible assets of the tax- 
payer (such as franchises which could not be sold but would be 
rendered valueless by sale of the tangible assets), for which the 
taxpayer could not possibly be made whole by a subsequent refund 
if the tax should be found not to be owing.*” But unless the intan- 
gibles are of a unique and destructible character, the mere fact that 
a taxpayer would lose his business and perhaps have its good will 
sacrificed or destroyed is not a sufficient ground for an injunction.*™ 
An injunction may possibly be obtained if the enforcement of the tax 
would leave the taxpayer destitute, homeless, and without means of 
livelihood.*” But the mere fact that the taxpayer will be placed in 
financial straits or will otherwise suffer hardship in meeting the 
liability is not sufficient ground to permit him to contest the merits 
by injunction,*” nor is the fact that the sale would cause the tax- 


296 Tomlinson vy. Poller, 220 F.2d 308 (5th Cir. 1955), cert. denied, 350 U.S. 832 (1955) ; 
Larson v. House, 112 F.2d 930 (5th Cir. 1950); Viviano v. United States, 105 F.Supp. 
312 (E.D.Mich. 1952) ; United States v. Henry, 43 F.Supp. 617 (E.D.Pa. 1939) ; Czieslik 
v. Burnet, 57 F.2d 715 (E.D.N.Y. 1932). 

297 Dodge v. Osborn, 240 U.S. 118 (1916) ; Bailey v. George, 259 U.S. 16 (1922). But cf. 
Rickert Rice Mills, Inc. v. Fontenot, 297 U.S. 110 (1936). 

298 Miller v. Standard Nut Margarine Co., 284 U.S. 498 (1932). 

299 See Tomlinson v. Poller, 220 F.2d 308, 310 (Sth Cir. 1955), cert. denied, 350 U.S. 
832 (1955), in which the Court denied relief although it regarded the tax determination 
as arbitrary, capricious, and barred by limitations. 

300 Miller vy. Standard Nut Margarine Co., 284 U.S. 498 (1932) ; Midwest Haulers v. 
Brady, 128 F.2d 496 (6th Cir. 1942) ; John M. Hirst & Co. v. Gentsch, 133 F.2d 247 (6th 
Cir, 1943). The narrow scope of the Miller case is emphasized in Homan Mfg. Co. v. Long, 
242 F.2d 645, 651-653 (7th Cir. 1957), and of the Midwest and Hirst cases in Reams v. 
Vrooman-Fehn Printing Co., 140 F.2d 237 (6th Cir. 1944). 

301 Jewel Shop of Abbeville v. Pitts, 218 F.2d 692 (4th Cir. 1955) ; Martin v. Andrews, 
238 F.2d 552 (9th Cir. 1956); Sturgeon v. Schuster, 158 F.2d 811 (10th Cir. 1947) ; 
Kimmel y. Tomlinson, 151 F.Supp. 901 (8.D.Fla. 1957) ; Yates v. White, 152 F.Supp. 320 
(S.D.Ill. 1957). 

302 Arnold v. Cobb, 57-2 U.S.T.C. § 9711 (N.D.Ga. 1957) ; Long v. United States, 148 
F.Supp. 758 (S.D.Ala. 1957) ; Lenny v. Williams, 143 F.Supp. 29, 35 (N.D.Ohio 1956). 

308 Lloyd v. Patterson, 242 F.2d 742 (5th Cir. 1957) ; Hubbard y. Gray, 57-2 U.S.T.C. 
{ 9856 (W.D.Ky. 1957) ; Yates v. White, 152 F.Supp. 320 (S.D.Ill. 1957). 
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payer to incur heavy capital gain taxes which, of course, he could 
not recoup if the tax should be later overturned.*™ 

It should be emphasized that extreme hardship will not relieve 
the taxpayer of a tax justly due; at most, it may give him an oppor- 
tunity to litigate the merits by injunction before payment. There- 
fore, a petition for an injunction must go beyond allegations of 
such hardship and must allege facts showing invalidity of the 
assessment.*% 

Where injunction is permitted, the court may protect the Govern- 
ment from loss by appointing a receiver to preserve the property,*” 
or by freezing certain assets,®” or by requiring a bond.*® 

Ordinarily, the Director is named defendant in an injunction suit 
brought by a taxpayer, although one court has permitted the nam- 
ing of the United States.*” 

““ Holding and Hitting.’’ When the amount of the tax lien exceeds 
the taxpayer’s assets, so that a discharge of property therefrom 
(other than upon paying over the net proceeds) cannot be obtained 
by normal procedures,*” the taxpayer may be unable effectively to 
litigate the merits and thus may lose his property and his business. 
Tax litigation is often expensive, and even if he can secure counsel 
on a contingent fee basis, the inability to pay for accountants, inter- 
view and transport absent witnesses, and meet other necessary ex- 
penses may prevent an effective. contest. Efforts to obtain release 
of funds from the lien in order to pay such expenses have been 
rebuffed, however, on the basis that it can be determined only after 
the taxpayer has tried his case as best he can, whether he has been 


804 Holdeen v. Ratterree, 155 F.Supp. 509 (N.D.N.Y. 1957). 

805 Dyer v. Gallagher, 203 F.2d 477 (6th Cir. 1953) ; Homan Mfg. Co. v. Long, 242 F.2d 
645 (7th Cir. 1957) ; Berry v. Westover, 70 F.Supp. 537 (S.D.Cal. 1947). 

806 See Jewel Shop of Abbeville v. Pitts, 54-1 U.S.T.C. J 9368 (W.D.S.C. 1954), modi- 
fied, 218 F.2d 692 (4th Cir. 1955). 

807 Homan Mfg. Co. v. Sauber, 55-2 U.S.T.C. 7 9666 (N.D.Ill. 1955) (bank restrained 
from paying out account except as ordered). 

308 Fep. R. Civ. P. 65(c). To recover on the bond, however, it is not enough for the Gov- 
ernment to show that the injunction was wrongly granted; it must show that it thereby 
lost the opportunity to collect a valid tax. Fidelity & Deposit Co. v. Helvering, 112 F.2d 
205 (D.C. Cir. 1940). 

309 Bushmiaer v. United States, 146 F.Supp. 329 (W.D.Ark. 1956). While the difference 
between suing the Director and suing the United States is a technical one, the lack of 
statutory consent to such suits makes it advisable to avoid the problem by naming the 
Director. The rule regarding suits by third parties to protect their interests is distinguish- 
able, since there is a statutory basis for naming the United States in such cases (28 U.S.C. 
§ 2410 (1952) ). See Second Installment appearing in May issue, at note 924. 

810 Supra note 264, 
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deprived of a fair trial by the freezing of all his assets.*11 What 
relief would be granted after the civil trial, if it should then be found 
that the taxpayer was deprived of his rights, remains to be seen. 

If the taxpayer, under compulsion of the financial pressure result- 
ing from the lien on or seizure of his business or property, settles 
the tax liability, he cannot later obtain relief from the settlement.*?” 

The problem is most dramatized when a criminal prosecution is 
instituted while the taxpayer’s assets are frozen by the lien of a 
jeopardy assessment. One court has granted a temporary injunc- 
tion in such circumstances, under which it froze the taxpayer’s 
assets but permitted the release of funds which he might need for 
defense of the criminal case.** The power of a court to make such 
an order over the Government’s objection may be doubted, how- 
ever.** Another court, therefore, taking a different approach, has 
dismissed the indictment when the Government refused its consent 
to such release of funds.*** The court characterized such refusal as 
‘‘holding and hitting’’—prosecuting the taxpayer and at the same 
time depriving him of the means of defending himself. However, 
a sharply divided Court of Appeals for the Seventh Circuit held that 
the dismissal of the indictment was premature and that it could be 
determined only after trial whether the taxpayer had been denied 
a fair trial as a result of the freezing of his funds. The Court left 
open, however, whether relief might be had after trial if it devel- 
oped that the taxpayer had been handicapped, i.e., whether the man 
who had money and could not get at it is in any better position to 


311 Lloyd v. Patterson, 242 F.2d 742 (5th Cir. 1957). The inability to finance civil litiga- 
tion to resist or recover the tax was deemed ground for an injunction against collection in 
finding number 12 in Homan Mfg. Co. v. Luippold, 56-2 U.8.T.C. J 9791 (N.D.IIl. 1956), 
but that decision was reversed (242 F.2d 645 (7th Cir. 1957)) on the ground that the 
injunction was improvidently granted on motion for summary judgment. 

312 Funkhouser v. Comm’r, 226 F.2d 910 (4th Cir. 1955). 

818 Homan Mfg. Co. v. Sauber, 55-2 U.S.T.C. 7 9666 (N.D.Tll. 1955) (issue not dis- 
cussed in reversal of final decision granting permanent injunction. 242 F.2d 645 (7th Cir. 
1957) ). 

314 See United States v. Allied Stevedoring Corp., 138 F.Supp. 555, 556 n.1 (S.D.N.Y. 
1956). It has been suggested that the situation in this respect has been alleviated by 
section 6861(g) of the 1954 Code, permitting abatement of a jeopardy assessment if jeop- 
ardy does not exist. It seems, however, that jeopardy will in fact exist as long as the 
amount of tax asserted exceeds the taxpayer’s assets, and that a release of funds for the 
taxpayer’s defense could not be based on a finding that the collection of that sum would 
not be jeopardized thereby. 

815 United States v. Brodson, 136 F.Supp. 158 (E.D.Wis. 1955). Like relief was denied, 
however, in United States v. Allied Stevedoring Corp., 138 F.Supp 555 (S.D.N.Y. 1956), 
on the ground that although the corporate defendant claimed to be without funds to pre- 
pare its case, it was not shown that the officers, who were co-defendants, could not pay 
such expenses for their mutual benefit. 
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complain than the man who was too poor in the first place to pay the 
cost of an adequate criminal defense.**® 

Suit for Refund of Partial Payment. A taxpayer desiring to liti- 
gate his liability before payment but to avoid Tax Court juris- 
diction, may make a token payment and file claim and suit for its 
refund. The weight of authority permits such procedure, but the 
courts stress that the taxpayer does not thereby become entitled to 
have collection of the balance of the assessment stayed, pending the 
outcome of the litigation.*‘* However, one Court has held that if the 
Government submits to its jurisdiction by filing a counterclaim for 
such balance, administrative collection may be enjoined pending the 
outcome of the suit.**$ 

Recovery for Damages Suffered. The taxpayer against whom an 
erroneous assessment has been enforced may have suffered dam- 
ages far exceeding the face amount of the tax liability which, of 
course, he can recover with interest. His business may have been 
interrupted or wholly destroyed, his credit impaired, and his prop- 
erty sacrificed at forced sale prices. Yet it is clear that he cannot 
recover for such injuries against either the United States,*”® or the 
ministerial officers who enforced the assessment,*”° or the respon- 


816 United States v. Brodson, 241 F.2d 107 (7th Cir. 1957). The majority saw no dif- 
ference between this situation and that of a defendant who is already indigent and unable 
to pay the expenses of a criminal defense (cf. Willcox and Bloustein, The Griffin Case— 
Poverty and the Fourteenth Amendment, 43 CoRNELL L.Q. 1 (1957)). Chief Judge Duffy, 
dissenting saw ‘‘a vast difference. Here the government by its deliberate act of a jeopardy 
assessment, captured the defendant’s assets and thus denied him the use of his own funds 
to defend himself; the tools of defense were taken from him; the government pauperized 
him by placing him in a financial straight-jacket [sic], and then insisted that the criminal 
prosecution proceed without delay.’’ On remand, the District Court granted a continuance 
to permit the civil case to be tried first in order that the amount of the lien could be fixed 
and any excess assets made available for the expenses of criminal defense. United States v. 
Brodson, 155 F.Supp. 407 (E.D.Wis. 1957). But how the civil litigation would be financed 
(ef. note 311 supra) was not explained. 

817 Bushmiaer v. United States, 230 F.2d 146 (8th Cir. 1956); Sirian Lamp Co. v. 
Manning, 123 F.2d 776 (3d Cir. 1941) ; Coates v. United States, 111 F.2d 609 (2d Cir. 
1950). Contra: Flora v. United States, 246 F.2d 929 (10th Cir. 1957), cert. granted, 
26 U.S.L. WEEK 3166 (Nov. 25, 1957); Rogers v. United States, 155 F.Supp. 409 (E.D. 
N.Y. 1957). In the case of excise tax claims (which are by nature divisible), see Jones v. 
Fox, 57-2 U.S.T.C. { 9876 (D.Md. 1957). 

318 Bushmiaer v. United States, 146 F.Supp. 329 (W.D.Ark. 1956). 

819 Kjar v. United States, 69 F.Supp. 406 (Ct.Cl. 1947), cert. denied, 332 U.S. 768 
(1947). 

320 Erskine v. Hohnbach, 81 U.S. (14 Wall.) 613 (1871) ; Harding v. Woodcock, 137 U.S. 
43 (1890) ; Powell v. Rothensies, 183 F.2d 774 (3d Cir. 1950); Herwig v. Crenshaw, 188 
F.2d 572 (4th Cir. 1951), cert. denied, 342 U.S. 905 (1952) ; Sidbury v. Gill, 102 F.Supp. 
482 (M.D.N.C. 1952) ; Agnew v. Haymes, 141 Fed. 631 (4th Cir. 1905). Probably the rule 
will remain unchanged because of the fact that the duty of assessment has now come to 
rest, by delegation (Reg. Sec. 301.6201-1(a) (1954)), in the same official charged with 
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sible higher officials.*** Likewise, he cannot recover his property 
from the purchaser thereof.®”? 

However, if as a result of loss or damage to the property while 
in custody the property cannot be returned in its original condi- 
tion or adequate credit cannot be given for what it would have pro- 
duced on a sale, the taxpayer may have a cause of action against 
the Director.*** 


Turmp Party’s Osnications, Ricuts, anp REMEDIES 


The tax collection process is a matter of concern not only to the 
delinquent taxpayer. Its impact is felt by his debtors and his credi- 
tors, by everyone who may have financial dealings with him. If you 
represent such a third party, you will be concerned, of course, with 
much that has heretofore been said concerning the nature, scope, 
duration, and enforcement of the tax lien. But there are additional 
questions, now to be considered, which are of particular concern to 
such third parties. 


Taxpayer’s Debtors and Bailees 


Effect of Levy. The District Director, as we have said, may levy 
upon all property and rights to property belonging to the taxpayer 
or on which the lien exists.*** If such property is in the possession 
of a third party, he must, upon demand, surrender such property; 
if the third party, on whom levy and demand are made, is indebted 
to the taxpayer, he must discharge such obligation to the Director 
instead.**> The duty to do so is absolute, and the debtor or bailee may 


the ministerial duty of collection. Cf. Cooper v. O’Connor, 99 F.2d 135 (D.C. Cir. 1938), 
cert. denied, 305 U.S. 643 (1938). 

821 Standard Nut Margarine Co. v. Mellon, 72 F.2d 557 (D.C. Cir. 1934), cert. denied, 
293 U.S. 605 (1934). 

322 Gottleib v. Cohen, 93 Ga. 268, 91 S.E.2d 362 (Ga. App. 1956). 

823 See Agnew v. Haymes, 141 Fed. 631, 639, 641 (4th Cir. 1905). If the Director was 
not at fault, he may obtain indemnification from the Treasury. 28 U.S.C. § 2006 (1952) ; 
LR.C. § 7423(2) (1954). Since the suit involves a common law tort and not a question of 
federal law, it must be brought in the state courts, unless diversity of citizenship exists 
(Johnston v. Earle, 245 F.2d 793 (9th Cir. 1957); Bristow v. Hanset Lumber (1952) ; 
LR.C. § 7423(2) (1954). Since the suit involves a common law tort and not a Co., 53-2 
U.S.T.C. 7 9523 (D.Ore. 1953)); but the defendant may remove the case to the federal 
court if he claims to have acted under federal authority. 28 U.S.C. § 1442 (1952). 

824 T.R.C. § 6331(a) (1954). 

825 T.R.C. § 6332(a) (1954). Once having received notice of levy (unless it is released), 
the third party can discharge his obligation only by paying the Director. United States v. 
Eiland, 223 F.2d 118 (4th Cir. 1955). But it has been held that liability for the penalty 
for not paying over (see note 333 infra) is incurred only if ‘‘ final notice and demand’’ 
(Form 668-C) has also been served on the third party. United States v. Princess Anne 
Speedway, 54-2 U.S.T.C. 7 9627 (E.D.Va. 1954). 
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not resist on the ground that the taxpayer does not owe the tax, 
either on the merits or because the tax was assessed after expiration 
of the statute of limitations.*** Those are matters which must be ad- 
justed between the taxpayer himself and the Government by claim 
for refund of the amount so collected.*** 

Payment or delivery to the Director pursuant to levy is, of course, 
a complete defense to the debtor or bailee against any claim upon 
him by the taxpayer,*** including a claim based on the ground that 
the latter did not owe the tax.*”® 

In general, the levy has no continuing effect, and does not reach 
wages thereafter earned,*” additional deposits made in a bank 
account, or other future debts.*** However, the Service maintains 
that the levy is effective against a succession of future payments 
under a trust or contract or other obligation to which the taxpayer 
has an unqualified fixed right.** 

Penalty. Failure to comply with such levy and demand imposes 
upon the debtor or bailee, and its responsible officers or employees, 
a penalty equal to the amount of the debt or the value of the prop- 
erty, or equal to the liability for which levy was made, if that is 


826 United States v. American Exchange Irving Trust Co., 43 F.2d 829 (S.D.N.Y. 1930) ; 
United States v. City State Bank, 19 F.Supp. 775 (W.D.Tenn. 1937). However, the third 
party may defend on the ground that the suit against him was not commenced within the 
time allowed for bringing proceedings to collect an assessment. United States v. Spreckels, 
50 F.Supp. 789 (N.D.Cal. 1943). 

827 Contrast the rule applicable when the taxpayer himself is sued for the tax or the lien 
is foreclosed by suit. See notes 285-291 supra. 

328 United States v. Hiland, 223 F.2d 118, 121 (4th Cir. 1955); S.M. 3804A, V-1 Cum. 
Buty. 110 (1926). Even if the levy proves invalid, it justifies the debtor or bailee in a 
temporary withholding of payment or delivery to the taxpayer until such invalidity can 
be determined and relieves the debtor or bailee of liability for damages (or for penalty 
under state law) for such delay. Hill v. Fireman’s Ins. Co., 25 F.2d 1007 (W.D.Ark. 
1928). 

829 Bove v. Mellon Nat. Bank & Trust Co., 49-2 U.S.T.C. J 9389 (Pa. County Ct. 1949). 
Cf. note 326 supra. 

830 United States v. Long Island Drug Co., 115 F.2d 983 (2d Cir. 1940), cited with 
apparent approval in Rev. Rul. 55-210, 1955-1 Cum. Buu. 544, See Beeghly v. Wilson, 152 
F.Supp. 726 (N.D.Iowa 1957). 

831 United States v. Guarantee Bank & Trust Co., 56 F.Supp. 470 (E.D.N.C. 1944). 
Although the lien attaches to after-arising debts, a succession of levies (I.R.C. § 6331(c¢) 
(1954) ) is required. 

832 Rey. Rul. 55-210, 1955-1 Cum. Buu. 544. Contra: Leuschner v. First Western Bank 
& Trust Co., 57-2 U.S.T.C. 7 9734 (N.D.Cal. 1957). Future payments under a trust may in 
any event be reached by court order obtained in a suit to foreclose the lien. See Glasser v. 
Schatz, 57-2 U.S.T.C. J 9847 (N.D.IIll. 1957). See also In re Rosenberg’s Will, 269 N.Y. 
247, 199 N.E. 206 (1936), cert. denied, 298 U.S. 669 (1936) ; United States v. Dallas Nat. 
Bank, 152 F.2d 582 (5th Cir. 1946), s. c. 164 F.2d 489 (5th Cir. 1947, s. c. 167 F.2d 468 
(5th Cir. 1948) ; Mercantile Trust Co. v. Hofferbert, 58 F.Supp. 701 (D.Md. 1944) ; United 
States v. Canfield, 29 F.Supp. 734 (8.D.Cal. 1939). 
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less.*** Such penalty bears interest from the date of levy, and costs 
are also added.*** Unlike most penalties under the tax law, this is not 
assessable but must be collected by suit.** 

The authorities are in complete disagreement on whether such 
liability is truly a penalty over and above the tax. One line of 
authorities treats the ‘‘penalty’’ payment the same as if the debt 
or property had been duly paid over or delivered on demand and 
credits such amount on the tax liability.*** In such case, of course, 
payment of the ‘‘penalty’’ would relieve the debtor or bailee of his 
obligation to the taxpayer.*** But others regard it as truly a penalty, 
payment of which does not relieve the taxpayer of the tax, and which 
may still be imposed on the third party despite intervening payment 
by the taxpayer.*** In such case the debtor or bailee would not dis- 
charge his obligation to the taxpayer when he satisfies the penalty.*” 
The latter view, if it prevails, would make particularly difficult the 
position of the person who, in good faith, disputes his liability to pay 
over or deliver, since the Government frequently elects to test such 
liability in a suit for the penalty rather than to foreclose its lien.**° 


333 T.R.C. § 6332(b) (1954). The officers and employees who are liable are those under 
a duty to surrender the property or to discharge the obligation (I.R.C. § 6332(c) (1954)), 
such as the cashier of a bank. United States v. City State Bank, 19 F.Supp. 775 (W.D. 
Tenn. 1937). While distraint on a state or local government is permitted for debts owed 
by it, difficulties have sometimes been encountered both in identifying the proper agent 
on whom to levy and in establishing the public body which is his principal. United States 
v. Brechtel, 90 F.2d 516 (8th Cir. 1937) ; United States v. City of New York, 82 F.2d 242 
(2d Cir. 1936). It has also been suggested that refusal to pay over in response to levy 
constitutes the criminal offense of attempting to ‘‘rescue’’ property upon which levy has 
been made (supra note 275). S.M. 3804A, V-1 Cum. Buty. 110 (1926). But no case of a 
prosecution on that theory has been reported. 

884 T.R.C. § 6332(b) (1954). For this reason the Government may prefer a penalty suit 
to a foreclosure of the lien on the property or debt (which would better protect all parties, 
see note 345 infra), since in the latter case interest would be payable only in accordance 
with the terms of the obligation. See United States v. Emigrant Industrial Savings Bank, 
122 F.Supp. 547, 549 (S.D.N.Y. 1954). 

885 Jurisdiction of suits for penalties is exclusively in the federal courts. 28 U.S.C. 
§ 1355 (1952). 

836 J.T, 2577, X-1 Cum. Buu. 300 (1931), citing S. Rep. No. 52, 69th Cong., 1st Sess. 
(1926), 1939-1 (Part 2) Cum. Buu. 332, 360, which declared that the liability so created 
was similar to that of an executor who pays other debts before those due the United States 
(31 U.S.C. § 192 (1952)). 

387 See United States v. Metropolitan Life Ins. Co., 130 F.2d 149, 151 (2d Cir. 1942). 

338 United States v. Peoples State Bank, 55-2 U.S.T.C. 7 9655 (S.D.Ind. 1955). 

389 See United States v. Penn Mutual Life Ins. Co., 130 F.2d 495, 498 (3d Cir. 1942). 

840 See discussion pp. 300-301 infra. Perhaps in that event safety lies only in comply- 
ing with the levy and then seeking a refund. See Karno-Smith Co. v. Maloney, 112 F.2d 
690 (3d Cir. 1940). But if the debtor or bailee is faced with adverse claims to the debt 
or property, such course of action will not protect him from double liability. Concerning 
the use of interpleader and/or third party practice in such cases, see notes 350-356 infra. 
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Defenses Permitted to Third Party. We have seen that the debtor 
or bailee may not resist the levy (or the penalty) on the ground that 
the taxpayer does not owe the tax.*** He may, on the other hand, 
defend on the basis that a valid levy and demand have not been made 
upon him or that the property or debt was not subject to distraint.?” 
The statute also excuses compliance if the property or debt is at the 
time of demand already subject to an attachment or execution under 
any judicial process.*** 

Property or Debt Not Owned by Taxpayer. The third party may 
also defend on the ground that the property or debt does not belong 
to the taxpayer, in which event the Government must prove the 
actual extent of the taxpayer’s interest.*** Obviously, if there is 
doubt about that matter, it would best be settled in a lien foreclosure 
action to which the taxpayer and any other claimants can be made 
parties.** Yet the issue will frequently be tested in a suit to enforce 
the personal liability of the taxpayer’s debtor or bailee for not com- 
plying with the demand,*“ a suit to which neither the taxpayer nor 


841 Supra note 326. 

342 United States v. Stock Yards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956). Such 
defenses were of more importance under former law when some courts made technical re- 
quirements for a valid levy and when distraint was held inapplicable to some classes of 
intangibles. The bank account of a state instrumentality is subject to distraint. United 
States v. First Capital National Bank, 89 F.2d 116 (8th Cir. 1937). So also is the salary 
of a state or local employee. See note 42 supra. 

343 T.R.C. § 6332(a) (1954). Compliance with the demand is excused regardless of the 
priorities as between the Government and the attachment or execution, since the property 
is in custodia legis and cannot be interfered with by levy. The terms ‘‘ attachment or execu- 
tion’’ are broadly construed in keeping with the purpose to avoid conflict with court cus- 
tody. United States v. Swink, 41 F.Supp. 98 (E.D.Va. 1941). 

344 United States v. Stock Yards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956) 
(co-owned United States savings bonds). In a joint checking account the amount owned 
by the person other than the taxpayer may not be taken. Rev. Rul. 55-187, 1955-1 Cum. 
BuLL. 197). Where a savings account is in the taxpayer’s name ‘‘in trust for’’ another per- 
son, the bank is entitled to protection (by requiring surrender of the passbook (cf. note 357 
infra) ) against the possibility that a gift to the beneficiary might have been completed by 
delivery of the passbook, United States v. Emigrant Industrial Savings Bank, 122 F.Supp. 
547 (S.D.N.Y. 1954). But the mere fact that the bank account is designated ‘‘Special 
Account’? is not evidence that another person may have a beneficial interest. United States 
v. Marine Midland Trust Co., 46 F.Supp. 38 (8.D.N.Y. 1942). And an account held by the 
taxpayer under a fictitious name may be reached. United States v. Mutual National Bank, 
77 F.Supp. 609 (N.D.Ill. 1948). Where a debt has been assigned prior to levy on the debtor 
by the Director but after the lien arose, the debtor is faced with the problem of determin- 
ing whether the assignment was for value and thus is preferred to the tax lien (if unfiled). 
United States v. Franklin Federal Savings & Loan Ass’n, 140 F.Supp. 286 (M.D.Pa. 
1956). 

845 See United States v. Stock Yards Bank of Louisville, 231 F.2d 628 (6th Cir. 1956) ; 
United States v. Emigrant Industrial Savings Bank, 122 F.Supp. 547 (S.D.N.Y. 1954). 
846 See note 333 supra. 
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the adverse claimants are ‘‘indispensable’’ parties,*" although ithas 
been held that they are ‘‘necessary’’ parties who ought to be joined 
or their absence accounted for.*** The fact that the Government may 
prove the extent of the taxpayer’s interest in such a suit will not 
protect the debtor or bailee from a later action by a person not a 
party, who on a different record may prove a right superior to the 
taxpayer’s ; but the risk of exposure to double liability in such event 
is no defense to the penalty.** 

Interpleader. In such circumstances, it is suggested that the debtor 
or bailee protect himself by interpleading the taxpayer, the Govern- 
ment, and the adverse claimants, either by bringing the others in as 
third party defendants when the United States or one of the private 
parties sues, or anticipating such suits by instituting an action of 
interpleader. It matters little whether the United States or the 
Director is named defendant in such action, or whether they are 
omitted and merely invited to intervene, for in most courts, except 
under unusual circumstances, the governmental party will be dis- 
missed as a defendant.**° The important point, however, is that, 


847 United States v. Third National Bank & Trust Co., 111 F.Supp. 152 (M.D.Pa. 
1953) ; United States v. Metropolitan Life Ins. Co., 36 F.Supp. 399 (E.D.Pa. 1941). 

348 United States v. Aetna Life Ins. Co., 46 F.Supp. 30 (D.Conn. 1942); Fep. R. Crv. 
P. 19. In some cases intervention of the adverse claimant has been allowed. United States 
v. Franklin Federal Savings & Loan Ass’n, 140 F.Supp. 286 (M.D.Pa. 1956). 

849 United States v. Aetna Life Ins. Co., 46 F.Supp. 30 (D.Conn. 1942); United States 
v. Marine Midland Trust Co., 46 F.Supp. 38 (S.D.N.Y. 1942) ; United States v. Third Nat. 
Bank & Trust Co., 111 F.Supp. 152 (M.D.Pa. 1953) ; United States v. Peoples State Bank, 
55-2 U.S.T.C. 7 9655 (S.D.Ind. 1955). But cf. United States v. Emigrant Industrial Sav- 
ings Bank, 122 F.Supp. 547 (S.D.N.Y. 1954). When the action is one to enforce the per- 
sonal liability of the debtor or bailee under section 6332 (1954) rather than to foreclose 
the lien, mere in rem jurisdiction over the taxpayer or adverse claimant is nugatory. 
United States v. Aetna Life Ins. Co., supra. 

850 The District Director is not a proper party, as the claim does not belong to him. See 
American Alliance Ins. Co. v. Mitchell, 299 S.W.2d 536 (Mo. App. 1957). Cf. Adler v. 
Nicholas, 166 F.2d 674, 679 (10th Cir. 1948). The United States has not expressly con- 
sented to be sued in interpleader—or even to have interpleader raised defensively against 
the Government and a third party by a person whom the United States sues. United States 
v. Dry Dock Savings Institution, 149 F.2d 917 (2d Cir. 1945). The law permitting the 
United States to be named defendant in an action to quiet title (28 U.S.C. § 2410 (1952)), 
has been held to be a consent to be joined in an action in the nature of interpleader where 
the holder of the fund or property himself asserts an adverse interest in it (John A. John- 
son & Sons v. National City Bank of New York, 129 N.Y.8.2d 86 (Sup. Ct. 1954)); but 
an action by a mere stakeholder has been held to have no resemblance to an action to quiet 
title, and jurisdiction in such cases has been denied. Herter v. Helmsley-Spear, Inc., 149 
F.Supp. 713 (S.D.N.Y. 1957). See also Ford Motor Co. v. Hackart Construction Co., 143 F. 
Supp. 216 (D.N.J. 1956). Nevertheless, section 2410 (1954) has been held applicable in 
eases of the latter type by a New York court. Lemar Paint Products Co. v. Di Miceli, 3 
Mise.2d4 705, 155 N.Y.S.2d 534 (Sup. Ct. 1956). See also Rosenberg v. Tishman Co., 118 
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after a preliminary skirmish over the jurisdiction,®*’ the Govern- 
ment almost invariably will intervene, and the case will proceed as if 
it had been properly joined in the first place. Although the stake- 
holder in interpleader, if wholly disinterested, traditionally is al- 
lowed reimbursement of reasonable counsel fees out of the fund,*? 
the court has no power to require the United States, which is ordi- 
narily required to pay costs only within narrow limits,** to give up 
part of the fund for that purpose when its prior lien is great enough 
to consume the whole amount.*** But even though not at Government 
expense, such procedure ordinarily will protect the debtor or bailee 
against double liability. 

If the debtor or bailee, having already paid or delivered to the 
Government in response to levy, is thereafter held liable to an 
adverse claimant, the debtor or bailee will have a right of action 
against the United States for restitution,®™ and it has been held that 
such right may be asserted by bringing in the United States as a 
third party defendant in the suit by the adverse claimant, provided 
jurisdictional requisites exist.** 


N.Y.S.2d 337, 339 (Sup. Ct. 1952) ; Fried v. New York Life Ins. Co., 124 F.Supp. 345 (E.D. 
N.Y. 337, 339 (Sup. Ct. 1952); Fried v. New York Life Ins, Co., 124 F.Supp. 345 (E.D. 
N.Y. 1954), s. c. 141 F.Supp. 385 (E.D.N.Y. 1956), s. c. 150 F.Supp. 486 (E.D.N.Y, 1955), 
rev’d on other grounds, 241 F.2d 504 (2d Cir. 1957), cert. denied, 354 U.S. 922 (1957) ; 
Gordon v. Feldman, 152 F.Supp. 257, 259 (S.D.N.Y. 1957) (dictum approving Lemar and 
ignoring Herter). In Boston Ins. Co. v. Stubbs, 56-2 U.S.T.C. { 9695 (W.D.Wash. 1956), 
the debtor recognized the lack of jurisdiction by omitting the United States but inviting 
it to intervene, which it did. 

The action must be brought in the state court unless grounds for federal jurisdiction 
exist (Agricultural Ins. Co. v. The Lido of Worcester, 63 F.Supp. 799 (D.Mass. 1945) ), 
which may be either diversity of citizenship between plaintiff and defendants (Fxrp. R. 
Civ. P. 22) or among the adverse claimants named as defendants (Federal Interpleader 
Act, 28 U.S.C. §§ 1335, 1397, 2361 (1952)). The United States may remove such an action 
from the state to the federal court (Gordon v. Feldman, supra) and does not waive its 
objection to the jurisdiction by doing so. Herter v. Helmsley-Spear, Inc., supra. 

851 Apparently the Government wants to avoid setting precedents that might prevent 
its refraining from entering such a case if it should desire to. 

852 Globe Indemnity Co. v. Puget Sound Co., 154 F.2d 249 (2d Cir. 1946) ; McNamara 
v. Provident Sav. Life Assur. Soc., 114 Fed. 910, 914 (5th Cir. 1902). 

853 28 U.S.C. § 2412 (1952). In his tersest opinion, Chief Justice Marshall said, ‘‘ The 
United States never pay costs.’’ United States v. Barker, 15 U.S. (2 Wheat.) 395 (1870). 
That rule has been relaxed by the cited statute, but attorney’s fees are not specified as 
allowable costs. 

854 United States v. R. F. Ball Construction Co., — U.S. — (1958); United States v. 
Liverpool & London & Globe Ins. Co., 348 U.S. 215 (1955); Ford Motor Co. v. Hackart 
Construction Co., 143 F.Supp. 216 (D.N.J. 1956). Cf. Beeghly v. Wilson, 152 F.Supp. 726 
(N.D. Iowa 1957) (denying to an employer even his contractual right to set off against 
compensation any expenses incurred in connection with a levy thereon; see note 374 infra). 

355 Cf. notes 937-942 in Second Installment appearing in the May issue. 

856 Royal Indemnity Co. v. Board of Education of Moore County, 137 F.Supp. 890 (M.D. 
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Debtor’s or Bailee’s Defenses Under His Contract. When a levy 
is made on a third party, he may, of course, defend on the ground 
that the obligation is not due. In general, it would seem that he may 
rely on the defense that the conditions of the contract have not been 
met, but that is not universally true. When a bank, either by con- 
tract or by state law, is obligated to pay out savings deposits only 
upon presentation of the passbook (or upon being furnished indem- 
nity in lieu thereof), it is nevertheless required to pay the Director 
on demand, without his compliance with those conditions.*** On the 
other hand, as we have seen, a life insurance company has the right 
to demand compliance with the requirement that the policy be sur- 
rendered before an obligation arises for it to pay over the cash value 
to the Director.*** Where a negotiable instrument has been given for 
a debt * or a negotiable warehouse receipt has been issued for prop- 
erty deposited,*” it seems that the debtor or bailee should be entitled 
to all the protection provided by state law with reference to which 
he made his contract, lest he become liable also to an unknown inno- 
cent purchaser.** A corporation, in response to levy on stock owned 
by the taxpayer, should be entitled to such protection against lia- 
bility to purchasers as state law gives it.> 


N.C. 1956), s. c. 143 F.Supp. 782 (M.D.N.C. 1956) ; Fep. R. Civ. P. 14(a). That would not 
be possible, however, if the debtor or bailee is sued in a state court, in which the defendant 
has no right, under the Tucker Act (28 U.S.C. § 1346 (1952)), to sue the United States. 
Nor could it be done if the claim over against the United States exceeds $10,000 and thus, 
not being a claim for a tax refund, can be brought only in the Court of Claims. Cf. Tri- 
State Ins. Co. v. United States, 129 F.Supp. 115 (D.Okla. 1955). 

357 United States v. Manufacturers Trust Co., 198 F.2d 366 (2d Cir. 1952) (contractual 
requirement) ; United States v. Emigrant Industrial Savings Bank, 122 F.Supp. 547 (S.D. 
N.Y. 1954) (state law). 

358 See notes 61 and 62 supra. 

359 In United States v. Schuermann, 106 F.Supp. 86 (E.D.Mo. 1952), where the Govern- 
ment could not produce the note when it levied on a debtor, it was required by the court to 
produce prima facie evidence that the taxpayer was still the owner, and subsequent nego- 
tiation of the note by the taxpayer was enjoined by the court. 

360 In United States v. Caldwell, 74 F.Supp. 114 (M.D.Tenn. 1947), it was said that the 
restriction imposed by the Uniform Warehouse Receipts Act upon levy without surrender 
of the negotiable receipt was of no force against the United States, but it was dictum 
because the warehouseman made no claim, except for his charges, and because the receipts 
were in the possession of a party (pledgee) and subject to orders of the court. 

361 The passbook cases (supra note 357) have stressed that the non-negotiability of the 
passbook protected the bank from double liability; but the maker of a negotiable instru- 
ment has no such protection and should be entitled to the legal safeguards he relied upon 
in contracting. 

362 In United States v. Schuermann, 106 F.Supp. 86 (E.D.Mo. 1952), the Government 
was permitted to reach stock by levy on the corporation without surrender of the certifi- 
cate, and the corporation was required to issue a duplicate certificate to the Government. 
The Court accepted the corporate records as prima facie proof that there had been no prior 
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If an employer advances an employee money for his actual ex- 
penses for which he must account, the funds are the employer’s 
money and may not be distrained upon. But if the employee receives 
a stipulated amount for which he need not account, or if he is reim- 
bursed after having incurred the expenses, such ‘‘expense money’’ 
is a debt to the employee, and the employer must pay the Director 
if a levy is made thereon.*™ 

Where the liability of the debtor or bailee to the taxpayer is con- 
troverted, the Government may be placed in the embarrassing posi- 
tion of having to take sides in a private lawsuit.** Ordinarily, the 
Government is content to wait on the sidelines, ready to seize what- 
ever the taxpayer may recover. However, if because of the tax lien 
the taxpayer has no stake in the recovery, he may need some incen- 
tive to go to the trouble of prosecuting his suit. In such a case the 
Government has been known to agree to share the recovery with the 
taxpayer on a contingency basis.** Of course, once a levy has been 
made, a release or settlement to which the United States was not a 
party would be ineffective.** 

Setoffs Against the Taxpayer’s Claim. At least until recently, it 
was recognized that if the taxpayer’s debtor was entitled under 
state law to set off another claim against him, that right of setoff 
would not be defeated by the Government’s levy. Accordingly, a 
bank has been allowed to set off a demand note against its liability 
for the taxpayer’s bank account, although it had exercised that right 
only after levy was made.*” And it has been held that even an un- 
matured debt may thus be set off if the taxpayer is insolvent.*® 
Employers have been allowed to set off their advances to their em- 


transfer, and enjoined subsequent transfer by the taxpayer. Concerning the possible effect 
of section 13 of the Uniform Stock Transfer Act, which was not involved in the case, see 
note 235 supra. 

363 G.C.M. 5251, VII-2 Cum. Butt. 73 (1928). 

864 One can hardly imagine, for example, the Government taking over the prosecution 
of a libel action brought by the taxpayer against a newspaper. 

365 In Freitag v. The Strand of Atlantic City, Inc., 205 F.2d 778 (3d Cir. 1953), the 
Government had discharged its lien on the cause of action for $2,500 plus 25 per cent of 
any recovery, thus leaving the taxpayer and his counsel an incentive to prosecute the suit. 

866 Cf. Bensinger v. Davidson, 147 F.Supp. 240 (8.D.Cal. 1956), discussed at pp. 310-311 
infra, which disregarded a settlement between the parties made after the lien was filed, 
even though before levy. 

367 United States v. Bank of United States, 5 F.Supp. 942 (S.D.N.Y. 1934). The Court 
held that the bank owed no debt to the taxpayer and that its permitting him to draw on 
his account while the note was outstanding was a mere revocable license. See also United 
States v. Guarantee Bank & Trust Co., 56 F.Supp. 470 (E.D.N.C. 1944), allowing the 
bank to set off checks paid but not yet charged to the account when levy was made. 

368 United States v. Bank of Shelby, 68 F.2d 538 (5th Cir. 1934). 


fc 
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ployees against levies on wages.*® A property owner or contractor, 
who is liable by law or as a principal on a bond for unpaid labor and 
material claims against a sub-contractor, may offset the amount 
thereof against a levy on the amount otherwise payable to the sub- 
contractor under the contract.*” An endorser on a note of the tax- 
payer, who is also indebted to the taxpayer and who has contracted 
for the right to offset such contingent liability against the debt, has 
been allowed to do so even though the contingency (default on the 
endorsed note) did not occur until after levy on the debt to the tax- 
payer.®™ 

In keeping with the modern trend toward giving the Government 
greater rights against third parties than the taxpayer himself 
enjoyed,®*” recent decisions have been to the contrary. One court 
has held that a note payable ‘‘On demand; if no demand is made 
then on August 14, 1955,’’ is not a matured claim until formal de- 
mand is made and may not be set off against a levy on the taxpayer’s 
bank account made before that right is exercised, despite a state law 
permitting such setoff.** In another case the taxpayer’s employer 
had provided by contract that it should be entitled to offset against 
the employee’s commissions the amount of any expense to which it 
might be put in case of attachment or garnishment. The court held 
that since the tax lien arose before the levy for the taxes, and thus 
before any such expenses were incurred, the lien was superior to 
the employer’s reserved right of setoff ! *“ 

The recent cases have looked upon the setoff problem as involv- 
ing a question of priority of liens and have denied setoff if the loan 
sought to be set off was made to the taxpayer after there was already 
a tax lien against his debt to the third party, although no levy had 
been made.®” Yet if it is correct that a debtor, on whom no levy has 

369 United States v. Long Island Drug Co., 115 F.2d 983 (2d Cir. 1940) ; G.C.M. 5251, 
VII-2 Cum. BuLL. 73 (1928). 

370 Karno-Smith Co. v. Maloney, 112 F.2d 690 (3d Cir. 1940); Transmix Concrete of 
Rockdale v. United States, 142 F.Supp. 306 (W.D.Tex. 1956). 

371 United States v. Winnett, 165 F.2d 149 (9th Cir. 1947). 

372 See Second Installment appearing in the May issue. The application of such principles 
to setofis was anticipated in Note, Effect of a Federal Tax Lien on a Bank Deposit, 42 
Towa L. Rev. 412, 414 (1957). 

873 Bank of Nevada v. United States, — F.2d — (9th Cir. 1957), cert. applied for. Cf. 
LT. 2563, X-1 Cum. Bun. 299 (1931). 

874 Beeghly v. Wilson, 152 F.Supp. 726 (N.D.Iowa 1957). Compare the Government’s 
position in the Ball Construction Co. case, sustained in the Supreme Court, discussed in 
Second Installment appearing in the May issue, at note 500. 

875 Bank of Nevada v. United States, — F.2d — (9th Cir. 1957), cert. applied for; 


United States v. Graham, 96 F.Supp. 318 (8.D.Cal. 1951), aff’d sub nom. State of Cali- 
fornia vy. United States, 195 F.2d 530 (9th Cir. 1952), cert. denied, 344 U.S. 831 (1952). 
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been made, may pay his creditor despite the existence of a tax lien 
on the debt—as we shall discuss below ***—can he not equally make 
a loan to his creditor, in reliance on his right under state law to 
satisfy his debt by balancing the mutual accounts? *” 

Debt Barred by Limitations. If the Director levies on the tax- 
payer’s debtor after the statute of limitations bars the debt, may 
the debtor raise that defense against the United States? ** Although 
the United States is ordinarily not bound by state statutes of limita- 
tions,*”* it may be bound thereby when it asserts a derivative right.*® 
If the debt was already barred when the tax was assessed and the 
lien arose, therefore, the Government is in no better position to 
enforce it than the taxpayer. But a recent decision, involving the 
estate of Mike Jacobs, holds that the statute of limitations, if it has 
not already expired, is suspended as soon as the tax assessment 
gives the Government an interest in the debt.**! Thus a debtor who 
believed his debt had been barred for several years as against his 
creditor may find his liability revived by a levy under a tax lien that 
arose before limitations expired.**” 

Priority Over Other Creditors of Taxpayer’s Debtor. Other credi- 
tors of the taxpayer’s debtor—people who had no dealings with the 
taxpayer at all—may also be affected by the federal tax claim. As 
we shall see below, the United States has a nearly absolute priority 
over other creditors, including certain lien creditors, in case of an 
insolvency proceeding under state law,*** and in bankruptcy, debts 


876 See discussion pp. 309-310 infra. 

377 Cf. Rev. Rul. 56-48, 1956-1 Cum. Buu. 561, permitting life insurance policy loans by 
the insurer to the taxpayer despite the existence of tax liens unknown to the lender. The 
ruling does not, however, commit the Service to recognizing the analogy here drawn be- 
tween paying one’s creditor and lending to him, since it treated policy loans as sui generis 
and in effect not a loan but a prepayment of the insurer’s liability under the policy. See 
Board of Assessors v. New York Life Ins. Co., 216 U.S. 517 (1910). Cf. also Highsmith 
v. Lair, 44 Cal.2d 298, 281 P.2d 865 (1955), allowing a debtor of taxpayer to satisfy his 
debt by offsetting judgments against the taxpayer which he had bought up at a discount. 
Although the judgments, unknown to the debtor, were subordinate to a filed tax lien, the 
Court allowed the setoff on the basis of the rule that a debtor may pay his debts without 
searching the record for liens against his creditor. 

378 This question is to be distinguished from the question whether the debtor can raise 
the issue that the taxpayer’s tax is barred by limitations. See note 326 supra. 

879 United States v. Summerlin, 310 U.S. 414 (1940). 

380 Guaranty Trust Co. v. United States, 304 U.S. 126 (1938). 

381 United States v. Jacobs, 155 F.Supp. 182 (D.N.J. 1957). 

382 Since levy may be made or suit instituted up to six years after assessment, and 
longer in some circumstances, a debt may thus be enforced by levy as much as six years 
or more after the creditor’s right to enforce it lapsed. Since the theory of the Jacobs case, 
supra note 381, does not require that the lien be filed, the debtor might have no way even 
to ascertain that such possibility exists in order that he may preserve his evidence. 

383 For more detailed discussion see Second Installment appearing in the May issue. 
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to the United States, although subordinate to lien creditors and cer- 
tain favored unsecured claimants, enjoy priority over other general 
creditors.*** Such priority is not limited to debts which were owed 
to the Government from their inception, but extends to private 
debts assigned to the United States before insolvency or bankruptey 
occurs.** The philosophy of the Mike Jacobs case,** treating the 
Government as owning an interest in debts owed to the taxpayer 
from the time the lien arises, would seem to mean also that such 
debts will enjoy priority as debts to the United States in the event 
of the insolvency or bankruptcy of the taxpayer’s debtor.**” 

Effect of Payment or Delivery to Taxpayer. It is clear that the 
debtor or bailee cannot, with impunity, pay his debt or deliver prop- 
erty to the taxpayer after levy has been made.*** 

Less clear, however, is the obligation of the debtor or bailee when 
he learns of a tax lien but has not yet been levied upon by the Direc- 
tor, or when additional debts become owing to the taxpayer subse- 
quent to a levy. The statutory personal liability of the debtor or 
bailee does not apply in such a case,**® but the Service keeps hint- 
ing darkly of possible liability under ‘‘the principles under which 
adverse interests in or to property or rights to property are entitled 
to protection’’ and recommends that the debtor ‘‘protect itself 
against the possibility of liability to the Government”’ by notifying 
the Director and withholding payment pending advice from him.*” 
The Government is not limited to statutory remedies for enforce- 
ment of its lien, but may take advantage of common law and equi- 
table remedies available for the enforcement or protection of non- 
possessory liens.**? At common law, tort liability was incurred by 


384 11 U.S.C. § 104(a) (4) (1938). 

885 Wagner v. McDonald, 96 F.2d 273 (8th Cir. 1938); Korman v. Federal Housing 
Administrator, 113 F.2d 743 (D.C. Cir. 1940). 

386 Supra note 381. 

387 Thus a substantial claim which other creditors had anticipated would rank equally 
with them, or which may even have been subordinated, might be advanced to prior posi- 
tion by the accident that the holder of the claim was delinquent in his taxes. 

388 United States v. Gridley Construction Co., 54-2 U.S.T.C. J 9662 (S.D.Cal. 1954) ; 
G.C.M. 4783, VII-2 Cum. Buu. 183 (1928). The latter holds that a levy obligates a bank 
to take steps to see that an account is not drawn below the amount it contained when levy 
was made. 

389 Supra notes 333 and 334. 

390 Rev. Rul. 57-367, 1957 Int. Rev. Buu. No. 32, at 22 (bank account) ; Rev. Rul. 56- 
48, 1956-1 Cum. But. 561 (payment of life insurance proceeds or loan by insurer on the 
policy). 

391 United States v. Haar, 27 F.2d 250 (5th Cir. 1928), cert. denied, 278 U.S. 634 (1928) ; 
United States v. Canfield, 29 F.Supp. 734, 736 (S.D.Cal. 1939) ; United States v. Capital 
City Dairy Co., 252 Fed. 900 (D.Ohio 1915); In re Rosenberg’s Will, 269 N.Y. 247, 199 
N.E. 206 (1935), cert. denied, 298 U.S. 669 (1936). 
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intentional or negligent impairment of a non-possessory lien by 
transferring property in such a way that the lien was destroyed.*” 
Such liability would rarely be incurred by a bailee’s delivery of a 
chattel to the taxpayer with knowledge of the lien, since the lien 
would follow the property in the taxpayer’s hands and would not 
be destroyed.*** When a debtor pays the taxpayer, the lien follows 
the money in the latter’s hands, although it may be considerably 
harder to enforce. But when a bank honors checks on the taxpayer’s 
account, perhaps in payment of his debts and expenses rather than 
for the purchase of equivalent assets, the lien is destroyed. Theo- 
retically, at least, if the bank or other debtor does not use due care 
to protect the known lien in such circumstances, it could be liable for 
damages.*™* 

It is doubtful that the Government will seek to enforce such com- 
mon law liability, at least in the absence of aggravated circum- 
stances of collusion between the bank and its depositor to defeat 
a known lien before levy can be made. The Service apparently uses 
the theory im terrorem to induce cooperation by banks in freezing 
deposits and advising the Director thereof, so that he can levy be- 
fore they are withdrawn. Unfortunately, that policy has sometimes 
induced cautious bankers to take action not contemplated or re- 
quired by the tax collector, such as tying up a business bank account 
during the time when a jeopardy assessment is being litigated in the 
Tax Court,*® even though the Director, considering the tax suffi- 
ciently protected by the lien on other property or deeming continua- 
tion of the going business the best hope for recovery of the tax, may 
have refrained from levying on the account.*” It would appear that, 
having fully co-operated by advising the Director of the facts and 


392 Rent-A-Car Co. v. Belford, 163 Tenn, 590, 45 S.W.2d 49 (1932); Michalson vy. All, 
43 S.C. 459, 21 S.E. 323 (1895); Merchants & Planters Bank v. Meyer, 56 Ark. 499, 20 
8.W. 406 (1892). See Rogge, The Tax Lien of the United States, 12 A.B.A.J. 576, 581 
(1927), which appears to have been the genesis of the theory of the rulings cited in note 
390 supra. 

893 Hale v. Omaha Nat. Bank, 64 N.Y. 550 (1876) ; Husted v. Ingraham, 75 N.Y. 251 
(1878) ; McCoy v. American Express Co., 253 N.Y. 477, 171 N.E. 749, 752 (1930). 

894 There is an analogy to the liability that a bank may incur when it honors checks 
on a fiduciary account with knowledge of circumstances indicating a breach of trust. See 
RESTATEMENT, TRUSTS § 324, comment f; Union Stock Yards Bank v. Gillespie, 137 U.S. 
411, 416 (1890); Farmers’ Bank vy. United States Fidelity & Guaranty Co., 28 F.2d 676 
(5th Cir. 1928). 

395 See discussion at pp. 289-306 supra. 

896 The remaining property may not be sufficient to permit a discharge of the lien on 
the account, and the lien on all property would be lost by abating the jeopardy assessment 
under section 6861(g) (1954) (supra note 395), yet there may be no occasion to deprive 
the business of its cash and thus close it down. 
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having been informed by him that no levy is contemplated at the 
time, the bank would face no danger of liability for tortious impair- 
ment of the lien if it then permits free use of the account. 

What form of notice will impose such duties on the bank or other 
debtor? Most clearly, there is knowledge of the lien when a formal 
notice of lien, unaccompanied by levy, is served by the Director, 
usually in an effort to locate assets for levy or to freeze a debt until 
he determines the necessity for levy. Notice would also seem to exist 
where the taxpayer, seeking bank loans, has filed financial state- 
ments showing tax delinquencies. But what if a bank officer, perhaps 
not even in the affected department, happens to read in the news- 
paper of the tax troubles of some public figure who is a depositor? 
Unless the officer’s duties include obtaining information on deposi- 
tors in that fashion, that would appear to be knowledge ‘‘which 
comes to an officer of a corporation through his private transactions 
and beyond the range of his official duties,’’ and it would not be im- 
puted to the bank.*” 

Concern has been expressed, in bar and banking organizations 
and in published articles, that the debtor might be bound by ‘‘con- 
structive notice’’ of a filed lien, even without actual knowledge in 
any form, and thus might be exposed to double liability if he pays 
his debts without first searching the record.*®* One court, by dictum, 
has gone so far as to say that the debtor, not being a ‘‘mortgagee, 
pledgee, purchaser or judgment creditor,’’ would be subject to 
double liability where there is even a secret unfiled lien against the 
debt, and that only the Government’s ‘‘sparing’’ enforcement has 
saved banks, insurance companies, and other debtors from such lia- 
bility.*°® With due respect to those who have been concerned, this 
writer cannot subscribe to the view that there is any plausibly argu- 
able position that the Government, as a matter of policy and self- 
restraint, has in recent years refrained from taking in aid of tax 
collection. The history ef recent litigation *” is persuasive that the 
Government’s failure to argue for such a position is based not on 
self-restraint, but entirely upon a conviction that the position could 
not possibly be sustained. 


397 13 Am. JuR., Corporations § 1110 (1933). 

398 Rankin & Funk, The Desirability of Amending the Internal Revenue Code as to Taz 
Liens on Bank Collateral and Deposits, 8 Business Law. 39 (April, 1953); Needham, 
Federal Liens on Bank Deposits, 41 BANKING 45 (1948); Note, Effect of a Federal Tax 
Lien on a Bank Deposit, 42 Iowa L. REv. 412 (1957). The Service has ruled to the contrary. 
Infra note 404. 

399 See Beeghly v. Wilson, 152 F.Supp. 726, 730 (N.D.Iowa 1957). 

400 For more detailed discussion see Second Installment appearing in May issue. 
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The fears of the banks and other debtors trace back to a ruling 
issued in 1929, which declared that a lien on a debt arises without 
notice to the debtor and that if the collector serves notice of lien on 
the debtor, he does so only better to protect the Government’s in- 
terests and to enable banks and other debtors to become advised of 
the lien, and not because they have any right to notice.*” The func- 
tion of the lien must be kept in mind, however, in interpreting that 
ruling. Besides laying the basis for enforcement by distraint or fore- 
closure, it merely fixes the priority of the tax claim as against other 
claims to the same property.*” The existence of a non-possessory 
lien does not prevent the transfer of possession or even the title of 
property subject to the lien, and no liability rests upon the trans- 
feror unless, with knowledge, he has tortiously impaired the lien. 
It will not do to say that he has ‘‘constructive notice’’ by filing. The 
law does not say that filing is ‘‘constructive notice’’ or a substitute 
for knowledge where knowledge is a necessary element for liability. 
Filing provides a means of knowledge for persons who, but for the 
filing statute, would be subordinate to the lien even if they had no 
knowledge.*® To impose tort liability on the debtor, there must be 
actual knowledge or a duty to search the record; and the law im- 
poses no duty on a bank or other debtor to search the record before 
making payments.** 

Even though a debtor can safely pay his creditor without check- 
ing for tax liens against him, it is not so clear that he can compro- 
mise the debt and make the compromise stick. In Bensinger v. David- 
son * the taxpayer, having a tax lien already on file against him, 
purchased a house under a conditional sale agreement, but defaulted 
after paying $17,200 and surrendered possession to the vendor. No 
question was raised concerning the superiority of the vendor’s in- 
terest over the preexisting tax lien.* But the taxpayer-vendee had 
a cause of action against the vendor under state law for unjust 
enrichment, equal to the excess of the amount he had paid over the 
vendor’s damages. The parties settled that claim for a relatively 


401 G.C.M. 5432, VIII-1 Cum. But. 134 (1929). 

402 Supra note 9. See Rev. Rul. 57-367, 1957 Inv. Rev. Buu. No. 32, at 22. 

403 See United States v. Snyder, 149 U.S. 210 (1893). 

404 See United States v. Hiland, 223 F.2d 118, 122 (4th Cir. 1955) ; Highsmith v. Lair, 41 
Cal.2d 298, 274 P.2d 10 (Cal. App. 1954), aff’d, 281 P.2d 865 (Cal. 1955) ; Rev. Rul. 56-48, 
1956-1 Cum. Bunt. 561; Rev. Rul. 57-367, 1957 Inv. Rev. Buu. No. 32, at 22; Op. Atty. 
Gen., March 5, 1957, 1957-5 CCH {| 6684. 

405 147 F.Supp. 240 (8.D. Cal. 1956). 

406 United States v. Anders Contracting Co., 111 F.Supp. 700 (W.D.S.C. 1953). Cf. 
International Harvester Credit Corp. v. Goodrich, 350 U.S. 537 (1956) (under state tax 
law). 
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nominal amount paid to the taxpayer, apparently without knowl- 
edge of the tax lien. The court, enforcing the Government’s lien on 
the cause of action, disregarded the settlement by the parties and 
determined for itself what was recoverable, although giving credit 
upon concession by the Government for what had been paid to the 
taxpayer. Thus, the case seems to mean that while a debtor can 
safely pay a claim without searching for tax liens against his credi- 
tor, the parties cannot make a settlement without the concurrence 
of the tax collector, if there is a tax lien on file and perhaps even if 
alien has arisen and is unfiled ! 

It is in the area of priorities that the most dramatic developments 
in the tax collection field have taken place and the greatest protests 
have been stirred. Those problems will be discussed in the next issue. 
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es fairly recent decisions in the field of transferee liability have 
put to serious test the admonition, ‘‘Pay the income tax and break 
your heart upon’t.’’? These decisions involve the Commissioner’s 
unsuccessful pursuit of life insurance proceeds for the satisfaction 
of income taxes owed by a deceased insured taxpayer.’ In all cases 
the Commissioner sought recovery from the named beneficiary of 
a life insurance policy to whom, in accordance with the policy’s 
terms, the insurance proceeds had been paid.* These attempts to 
make collection from the named beneficiaries followed only upon its 
becoming apparent that satisfaction of the income tax liability could 
not be had from the taxpayers’ estates. The deceased taxpayers 
were shown to be insolvent at the time of death, but in none of these 
instances was the Government able to show insolvency prior to that 
time.* 
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1 ELIZABETH BARRETT BROWNING, AURORA LEIGH, Book ITI, line 566. 

2 Stern v. Comm’r, 242 F.2d 322, (6th Cir. 1957), cert. granted, 26 U.S.L. WEEK 3125 
(Oct. 14, 1957) ; United States v. Truax, 223 F.2d 229 (5th Cir. 1955) (Commissioner re- 
covered the amount of the cash surrender value of the policy, but only because the bene- 
ficiary had failed to cross-appeal from the District Court’s judgment in favor of the Gov- 
ernment for such amount) ; United States v. New, 217 F.2d 166 (7th Cir. 1954) ; Rowen 
v. Comm’r, 215 F.2d 641 (2d Cir. 1954) ; Tyson v. Comm’r, 212 F.2d 16 (6th Cir. 1954) ; 
United States v. Wright, 55-2 U.S.T.C. { 9714 (E.D.8.C. July 13, 1955). 

8 In Kieferdorf v. Comm’r, 142 F.2d 723 (9th Cir. 1944), the policy’s proceeds were pay- 
able to the deceased taxpayer’s estate, and the Court ruled that the tax liability might be 
satisfied out of these proceeds. This result has not been challenged by the cases cited in 
note 2 supra. 

4In Pearlman vy. Comm’r, 153 F.2d 560 (3d Cir. 1946), insolvency prior to death was 
shown and satisfaction of the income tax liability was obtained from the policies’ proceeds 
to the extent of the cash surrender value. See discussion of the holding in Pearlman to the 
effect that there was satisfaction of the tax liability only to the extent of the cash sur- 
render value and not to the extent of the full proceeds in Rowen v. Comm’r, 215 F.2d 641, 
645 (2d Cir. 1954), and United States v. Bess, 243 F.2d 675, 678 (3d Cir. 1957), cert. 
granted, 26 U.S.L. WEEK 3136 (Oct. 14, 1957). 
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Certain other facts are also applicable to these cases. Generally, 
during his lifetime the delinquent taxpayer had paid the insurance 
premiums and retained the rights to change the beneficiary, assign 
the policy, borrow money upon it, and obtain its cash surrender 
value. Indeed, in some of the cases the taxpayer not only had these 
incidents of ownership, but also had exercised one or more of them.° 

Whereas in the above cases the beneficiaries have been successful 
in staving off the Commissioner from the insurance proceeds, this 
success has not been universal. The Court of Appeals for the Third 
Circuit has taken the position that the Commissioner is entitled to 
recover the cash surrender value of the policy, if any, as of the date 
of death of the taxpayer.® It has allowed the beneficiary to retain the 
difference between the total proceeds and such cash surrender value. 
Even more disconcerting to beneficiaries is a line of cases emanat- 
ing from the Tax Court which has consistently upheld the Commis- 
sioner and has awarded him recovery of the full proceeds of the 
policy.’ 

The battleground for this litigation is now to be found in two pro- 
visions of section 6901 of the 1954 Code.® Section 6901(a) (1) (A) (i) 
provides that ‘‘The liability, at law or in equity, of a transferee of 
property of a taxpayer in the case”’’ of the income tax is to be as- 
sessed, paid, and collected in a manner similar to other income tax 
liabilities. The second pertinent provision of section 6901 is subsec- 
tion (h) which defines the term ‘‘transferee.’’ ® 

The argument of the beneficiaries has generally been that section 
6901(a)(1) allows recovery from them only if there has been a 
transfer to them of property of the deceased taxpayer ; that the in- 
surance proceeds which became payable to them upon the death of 
the taxpayer never were property of the taxpayer, since he had no 


5 Rowen vy. Comm’r (changed the beneficiary) ; Tyson v. Comm’r (borrowed money upon 
the policy) ; United States v. Wright (changed the beneficiary), supra note 2. 

6 United States v. Bess, 243 F.2d 675 (3d Cir. 1957), cert. granted Government and bene- 
ficiary Oct. 28, 1957. 

7 Mary Stoumen, 27 T.C. 1014 (1957) ; Aura Grimes Bales, 22 T.C. 355 (1954) ; Sadie D. 
Leary, 18 T.C, 139 (1952) ; Christine D, Muller, 10 T.C. 678 (1948) ; Elfreda E. Wendell, 
15 TCM 179 (1956) ; Marjorie U. Sullivan, 9 TCM 2 (1950); Eleanor Neely, 8 TCM 698 
(1949) ; accord, United States v. Goddard, 111 F.Supp. 607 (W.D.N.Y. 1952). 

8 All of the decisions in this area were governed by the provisions of the 1939 Code. The 
provisions of the 1939 Code, in all pertinent respects, were the same as those of the 1954 
Code. See I.R.C. § 311 (1939). 

9 Section 6901(h) (1954) provides: ‘‘ As used in this section, the term ‘transferee’ in- 
cludes donee, heir, legatee, devisee, and distributee, and with respect to estate taxes, also 
includes any person who, under section 6324(a) (2), is personally liable for any part of 
such tax.’’ Section 7701(b) of the 1954 Code makes clear this would not be an exclusive 
definition of ‘‘transferee.’’ 
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right to them during his lifetime; that once the insurance proceeds 
are determined not to have been property of the deceased taxpayer 
there is no basis in section 6901(a)(1) for the Commissioner to ob- 
tain satisfaction of the income tax deficiencies from the insurance 
proceeds ; that even if the insurance proceeds were to be considered 
as property of the deceased, section 6901(a)(1) allows recovery 
from the beneficiary only if there is a liability, in law or in equity, on 
the part of the beneficiary for such income taxes; that such liability 
must be found to exist in the applicable state law; that the appli- 
cable state law is the law of the state in which the deceased taxpayer 
and beneficiaries were domiciled at the time of death; that generally, 
such state law does not place any liability upon the beneficiaries un- 
less the insurance premiums were paid by the taxpayer during in- 
solvency and with intent to defraud creditors; and that in the ab- 
sence of proof of insolvency and intent to defraud creditors, there 
is no liability on the part of the beneficiaries at law or in equity. 

The above arguments of the beneficiaries met with success, except 
as to one point, in the leading case of Rowen v. Commissioner.” This 
exception was the Court’s holding that the policies’ cash surrender 
values did represent property of the deceased taxpayer. However, it 
denied recovery for the amount of such cash surrender values, on 
the ground that under the applicable state law the beneficiaries were 
not liable at law or in equity for the deceased’s income tax. 

In United States v. Bess “ the Court of Appeals for the Third Cir- 
cuit accepted the Rowen conclusion that the insurance proceeds 
were not property of the taxpayer. It also accepted the finding that 
the amounts of the cash surrender values were his property. How- 
ever, it rejected the Rowen holding that state law was applicable, 
substituted instead the ‘‘general law as laid down by the Federal 
courts and not subject to the limitation in the law of any State,’’ ” 
and held that under such general law there is liability on the part of 
the beneficiary for the amount of the cash surrender value. 

In Stern v. Commissioner * the Court of Appeals for the Sixth 
Circuit held that the Commissioner was not entitled to the insurance 
proceeds or to the amount of the cash surrender values. It disagreed 
with Rowen and Bess that the cash surrender values were property 
of the deceased taxpayer, holding that after the death of the tax- 
payer ‘‘there remained no cash surrender value,’’ ** and that even 


10 215 F.2d 641 (2d Cir. 1954). 

11 243 F.2d 675 (3d Cir. 1957), cert. granted Government and beneficiary Oct. 28, 1957. 
12 United States v. Bess, supra note 11, at 677. 

18 242 F.2d 322 (6th Cir. 1957), cert. granted Government Oct. 14, 1957. 

14 Stern v. Comm’r, supra note 13, at 325. 
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if the proceeds or the amount of the cash surrender value were the 
property of the deceased taxpayer, under state law there was no lia- 
bility on the part of the beneficiary for the income tax of the tax- 
payer. 

The above results, which have inured largely to the beneficiaries, 
have had little influence on the Tax Court. After paying deference to 
the appellate court holdings, the Tax Court has independently de- 
cided upon complete recovery by the Commissioner. Illustrative of 
the Tax Court’s approach is Mary Stowmen.” The Tax Court re- 
jected the beneficiaries’ argument that the proceeds were not prop- 
erty of the taxpayer, holding that such proceeds were the property 
of the deceased taxpayer; that either state or federal law would 
effect recovery by the Commissioner; that the state laws alluded to 
in Rowen and subsequent cases were ‘‘exemption’’ statutes; that 
such state ‘‘exemption’’ statutes would not bar recovery by the tax 
collecting powers of the Federal Government; and that therefore 
the Commissioner was entitled to complete recovery. 

In the ensuing portions of this article attention will be focused on 
the conflicting views held by the various Circuit Courts of Appeals 
and the Tax Court. Though there is a fairly large body of case law 
dealing with the problem of a beneficiary’s transferee liability, de- 
tailed analysis will be given to only four of these, viz., Rowen v. 
Commissioner, United States v. Bess, Stern v. Commissioner, and 
Mary Stoumen. These cases are chosen because each represents a 
different holding, and yet collectively they represent the current 
judicial approach to the problem. 

First to be considered will be the problems and conflicts arising 
from the phrase ‘‘transferee of property of a taxpayer,’’ ** and sub- 
sequently, attention will be given to the phrase ‘‘The liability, at 
law or in equity’’ 7" of such a transferee. In this way, it is proposed 
that further light will be shed upon the questions whether the insur- 
ance proceeds, or any portion of them, are property of the taxpayer ; 
and if the proceeds, or any portion of them, are such property, 
whether there is any liability, at law or in equity, of the beneficiaries 
for the payment of the deceased taxpayer’s income tax."® 


15 27 T.C. 1014 (1957). 

16 I.R.C. § 6901(a) (1) (A) (i) (1954). 

17 Ibid. 

18 This approach to the problem is suggested by the Rowen case, where the Court (215 
F.2d at 643) states: ‘‘we have noted more than one judicial opinion which discusses the 
question of a transferee’s liability as though only one question was involved, instead of 
two, with the result that necessary distinctions as to the applicable law become blurred.’’ 
Contra: Note, 55 Cotum. L. Rev. 100 (1955). 
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Property OF A TAXPAYER 


Lecat AsPEcTs 


Rowen predates Stern, Bess, and Stoumen, and its approach to 
the question whether the insurance proceeds constituted property of 
the taxpayer has been the subject of discussion in each of the latter 
three cases. The Court of Appeals for the Second Circuit in Rowen 
announced its criterion to be whether the insurance proceeds were 
‘assets or property which belonged to the decedent and which, but 
for transfer, could have been distrained in his hands.’’* Since 
under the terms of the insurance policies the deceased had no right 
to receive the proceeds and, further, since at his death the proceeds 
were not payable to his estate, the Court concluded the proceeds 
were not the property of the taxpayer, and therefore the beneficiary 
was not a ‘‘transferee.”’ 

The opinion rejected the Commissioner’s argument that the trans- 
feree liability of a life insurance beneficiary for a deceased’s estate 
tax had any relation to his transferee liability for the deceased’s 
income tax. The Court’s holding with regard to this contention was 
based upon the provisions that are now in sections 6901(h), 6324 
(a) (2), and 2042(2) of the 1954 Code. 

Under section 2042(2) the insurance proceeds would be included 
in the taxpayer’s gross estate because at the date of his death he 
possessed at least some of the incidents of ownership; section 6324 
(a)(2) would impose personal liability upon a life insurance bene- 
ficiary, to the extent of the proceeds received, if the estate tax were 
not paid when due; and section 6901(h), for estate tax purposes, de- 
fines a transferee as one ‘‘who, under section 6324(a) (2), is per- 
sonally liable for’’ the estate tax. The Court of Appeals for the Sec- 
ond Circuit decided that since the definition of a transferee for 
income tax purposes did not similarly embrace a life insurance bene- 
ficiary, he should not be ‘‘classed as a transferee as to the proceeds 
of a policy.’’ *° 

Seemingly, neither Bess nor Stern differs with the conclusion in 
Rowen that since the insurance proceeds could not have been dis- 
trained in the deceased’s hands, they were not his property for the 
purposes of section 6901(a)(1)(A) (i). In Mary Stoumen, however, 
the Tax Court considered the requirement that the proceeds be sub- 
ject to distraint in the deceased’s hands to be too restrictive a test. 

The Tax Court found a close relationship between the income and 


19 Rowen v. Comm’r, supra note 2, at 644; emphasis added. 
20 Id. at 646 ; emphasis added. 
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estate tax transferee provisions. It traced the legislative history of 
both provisions, finding that originally they were identical since 
neither had a definition of ‘‘transferee’’ that explicitly covered a 
life insurance beneficiary ; ** that the language which today defines a 
life insurance beneficiary as a transferee for estate tax purposes 
originated in the Revenue Act of 1942; ** that the amendment of the 
estate tax definition was not intended to change the theory of estate 
tax transferee liability from that of income tax liability, but instead, 
was intended to be declarative of what always was the law; and that 
the House Report on the amendment supports this view.”* In further 
support of its position that the amendment in 1942 was merely de- 
clarative of prior law, the Tax Court cited a Board of Tax Appeals 
case which held, prior to the 1942 amendment, that a life insurance 
beneficiary was a ‘‘transferee’’ of property of a deceased for estate 
tax purposes.* In addition, the Tax Court quoted at length from 
Chase National Bank v. United States. 

The Tax Court further observed that when life insurance is paid 
for by an insured and he retains the right to change the beneficiary, 
his purpose is to have the proceeds paid to a designated beneficiary 
of his choice; that such beneficiary may be changed right up to the 
moment of death; that at the moment prior to his death ‘‘the most 
he can do with any of his tangible assets is choose his successor’’ ; *° 
and that since the devolution of both tangible assets and insurance 
are subject to designation by the taxpayer right up to his death, both 
should be considered his property. 

The conflict between the rationales of the Rowen and Stoumen 
cases appears to derive from dual aspects normally associated with 
property. In the Rowen case emphasis was placed on the fact that 


21 The income and estate tax transferee liability provisions were first enacted by the 
Revenue Act of 1926, Sees. 280 and 316, 44 Strat. 61, 80. 

22 Revenue Act of 1942, Sec. 411, 56 Star. 950. 

23 H.R. Rep. No. 2333, 77th Cong., 2d Sess. 168 (1942), 1942-2 Cum. Buuu. 372, 495, 
states in regard to the amendment: ‘‘ This section also makes more specific the definition 
of ‘transferee’ in section 900(e) of the Internal Revenue Code, which, however, is not all- 
inclusive. ’’ 

24 Edna F. Hays, 34 B.T.A. 808 (1936). 

25 278 U.S. 327 (1929). In this case the Supreme Court held that insurance proceeds paid 
to a named beneficiary of an insured, who had retained the right to change the beneficiary, 
was subject to the estate tax. The Tax Court in Mary Stoumen, supra note 7, at 1023, noted 
that the estate tax and section 6901(a)(1)(A)(i) (1954) deal with ‘‘transfers’’ and 
quoted as relevant to the problem before it the following language of the Chase case: ‘‘ the 
word ‘transfer’ in the statute ... must, we think, at least include the transfer of property 
procured through expenditures by the decedent with the purpose, effected at his death, 
of having it pass to another.’’ Rowen v. Comm’r, supra note 2, at 646-647, considered the 
Chase case inapposite to the transferee liability problem. 

26 Mary Stoumen, supra note 7, at 1024. 
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the insured could not obtain the policies’ proceeds during his life- 
time. Since possession and control of the proceeds during his life- 
time could not be had, it was concluded the deceased had no property 
rights in the insurance proceeds. On the other hand, Stowmen likens 
the proceeds to any other property, since the disposition of the in- 
surance proceeds after death was subject, as was tangible property, 
to the insured’s control. 

Which of these two aspects of ‘‘property,’’ inter vivos or testa- 
mentary, is to govern the interpretation of section 6901(a)(1)(A) 
(i) will probably have to be left to the Supreme Court. Analogies 
made to insurance from other fields of law dealing with property 
rights are difficult to apply and oftentimes are confusing.*” General- 
ized statements about insurance abound in the cases.** The use of 
these statements, however, in connection with section 6901(a) (1) 
(A)(i) appears to be persuasive and yet not convincing.”® Perhaps 
the key to the answer exists in the economic aspects of the insurance 
proceeds rather than their legal aspects. Pursuit of this avenue, how- 
ever, will best await a consideration of the conflicts between Rowen 
and Bess, on the one hand, and Stern, on the other. 

The Court of Appeals for the Second Circuit in Rowen was of the 
belief that the ‘‘cash surrender values were assets of the decedent 
in his lifetime.’’ *° In contradistinction to this holding, the Court of 
Appeals for the Sixth Circuit in Stern held ‘‘[t]he cash surrender 
values were not assets of the decedent during his lifetime.’’ ** At 
first blush this contrast of results in regard to the cash surrender 
values seems unexplainable. It is submitted, though, that this clash 
resulted from the choice of different sources of law in Rowen and 
Stern to answer the same question, 7.e., whether the cash surrender 
values were property of the deceased. 

The Court of Appeals for the Second Circuit used the test of the 
possibility of distraint in the taxpayer’s hands in deciding the issue 
of the full proceeds.*? When it considered the cash surrender values 
and decided they were property of the taxpayer, it did not set forth 
any new test. It thus seems safe to assume that it used the same cri- 

27 See ALI PROCEEDINGS OF 32ND ANNUAL MEETING 101-120. 

28 See Pyle, Liability of Life Insurance and Annuities for Unpaid Income Tazes of 
Living Insureds, Annuitants, and Beneficiaries (First Installment), 9 Tax L. Rev. 205, 
214 (1954). 

29 Ibid. 

80 Rowen v. Comm ’r, supra note 2, at 647. 


31 Stern v. Comm’r, supra note 13, at 326. 
32 See note 19 supra. 
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terion to decide the issue of the cash surrender values as was used 
to decide the full proceeds issue. 

It should be noted, however, that before the Court of Appeals for 
the Second Circuit enunciated this test of distraint in the taxpayer’s 
hands, it stated that for the applicable law it would look ‘‘to the fed- 
eral tax law which created and defined the remedy’’ * of transferee 
liability. In all probability the Court had this same federal tax law 
in mind when it concluded that the cash surrender values were as- 
sets of the decedent in his lifetime. Meanwhile the Court of Appeals 
for the Sixth Circuit seemingly made use of the law of Kentucky, 
the domicile of the deceased and the beneficiary, in deciding that the 
cash surrender values were not assets of the deceasd.** 

As its authority for the use of federal tax law to determine 
whether there had been a transfer of property to the beneficiary, the 
Court of Appeals for the Second Circuit cited Commissioner v. 
Western Union Telegraph Co.* In that case a lessor had leased 
property in return for the lessee’s obligation to pay the rent di- 
rectly to the lessor’s shareholders. Subsequently the income tax law 
was enacted, and the Government asserted transferee liability 
against the shareholders, on the theory that each rental payment 
was taxable to the lessor. Taxability was based upon the lessor’s 
having constructively received such payments and then having an- 
nually transferred them as dividends to the shareholders. Under 
the applicable state law, any trahsfer to the shareholders of prop- 
erty of the lessor occurred at the time the lease was executed and 
therefore prior to the enactment of the income tax law. The Court 
denied the applicability of state law, applied the federal tax law, 
and from this decided that transfers were made each year to the 
lessor’s shareholders; that such annual rent payments had been con- 
structively received by the lessor corporation; and finally, that the 
shareholders were liable as transferees for the lessor’s income taxes. 

In the Stern case the Court of Appeals for the Sixth Circuit did 
not mention the Western Union case. Nor, on the other hand, was its 
choice of local law made explicit as it determined that the cash sur- 
render values were not property of the insured during his lifetime. 
However, as was noted above, recourse to state law for this deter- 


83 Rowen v. Comm’r, supra note 2, at 644. 

84 Ky. Sra. § 655 (Carroll 1936). To the same effect, Ky. Rev. Stat. § 304.691 (Bald- 
win 1955). 

85 141 F.2d 774 (2d Cir.), cert. denied, 322 U.S. 751 (1944). This was a reversal of po- 
sition for the Court of Appeals for the Second Cireuit. See Harwood v. Eaton, 68 F.2d 12 
(2d Cir. 1933), cert. denied, 292 U.S. 636 (1934), 
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mination is not without authority.*® Another line of cases, with es- 
sentially the same problem,* lends further support to the Court’s 
pesition in Stern. 

Generally, it has been held that when the Government seeks to dis- 
train the cash surrender values of the insurance policies of a tax- 
payer during his lifetime, state law governs the question whether 
these values are property of the taxpayer or the beneficiary.** Possi- 
bly the Court in Rowen would have found these cases beside the 
point. Rowen applied the federal tax law because that law created 
and defined the remedy provided for in the transferee section.*® For 
that Court, then, the presence of the transferee section was sufficient 
reason to apply federal tax law. Recourse need not have been made 
by the Court of Appeals for the Second Circuit to the distraint see- 
tions of the Code, because the presence of the transferee section it- 
self pointed the way to applicable law. 

Before leaving the question of choice of the applicable law, it is 
noteworthy that state law does not always bring about the result 
reached in Stern. There appears to be a majority view amongst the 
states that the beneficiary has no vested property right in the cash 
surrender value, but instead has a mere expectancy. ‘‘In those states 
which adhere to the majority view the insured would have exclusive 
property rights in the insurance during his lifetime.’’ *° Proceeding 
from this view, the cash surrender value would then be an asset in 
the insured’s hands. A minority of states appears to view the bene- 
ficiary as having a vested property right subject to being divested 
by the insured exercising certain of his retained incidents of owner- 
ship.*t Under this minority view the beneficiary, not the insured, 
would have a property right to the cash surrender value. It would 
seem that the Court of Appeals for the Sixth Circuit believed Ken- 
tucky subscribed to this ‘‘minority’’ view. 


86 Harwood v. Eaton, supra note 35. 

37 The problem in section 6901(a) (1) (A) (i) (1954) under consideration now, whether 
the cash surrender values are property of the taxpayer, is the same problem that came up 
under the distraint provisions of section 6331(a) (1954). Under the predecessor to section 
6331(a) the courts had to decide whether the cash surrender values were property belong- 
ing to ‘‘any person liable to pay any tax.’’ Thus, during the lifetime of a taxpayer, there 
could be distraint against the cash surrender value of his policies only if such values were 
his ‘‘ property.’’ 

88 Kyle v. McGuirk, 82 F.2d 212, 213 (3d Cir. 1936) ; Canon v. Nicholas, 80 F.2d 934, 
936 (10th Cir. 1935). See Pyle, supra note 28, at 214. Contra: Jeromer v. United States, 
57-2 U.S.T.C. J 9947 n. 7 (S.D.N.Y. Oct. 2, 1957). 

89 See note 33 supra. 

40 See Pyle, supra note 28, at 215. 

41 Ibid. 
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Economic AspPEcts 

Much of the difficulty encountered by the courts in breathing 
meaning into the term ‘‘ property of a taxpayer”’ *? can be attributed 
to the tools that have been applied to the problem. Property as a 
legal concept is as long as it is wide, and its meanings are as varied 
as the colors of Joseph’s coat.** Subsidiary problems, such as the 
choice of law and the rights of creditors, lend complexity to the task. 
Possibly a surer footing can be obtained for the application of legal 
concepts, if first consideration is given to the economic aspects of 
life insurance. 

Generally, life insurance premiums may be fractionalized into 
three elements, viz., savings, payments for current insurance, and 
loading charges to cover expenses and profits to stockholders.** The 
savings element of the premiums and the interest thereon constitute 
the natural reserve of the policy. This natural reserve is the source 
of the policy’s cash surrender value.* In other than term insurance 
there is always a natural reserve after the first few years. The dif- 
ference between the face amount of the policy and this natural re- 
serve is the amount at risk. 

When the insured dies, the amount at risk is paid for by the cur- 
rent insurance factor of the premium payments received by the 
company from all policy holders who were alive during the year. 
The consideration for this contribution by other policy holders had 
been given by the deceased insured by means of his premium pay- 
ments during his lifetime. Each such premium payment was used in 
part to pay the death benefits for those dying during the year. Other 
parts of the insured’s annual premiums were used to increase the 
natural reserve of his policy and also to meet his pro rata share of 
the loading charges. 

From the above it can be seen that upon the death of the insured, 
the proceeds payable to the beneficiary are from two sources—the 
natural reserve and premium contributions of others. Once it is 
clear, as a matter of economics, that the proceeds which come into 
the hands of the beneficiary consist of these two elements, it seems 

42 I.R.C. § 6901 (a) (1) (A) (i). 

43 See Note, supra note 18, 98, 99-100. 

44 See VICKREY, AGENDA FOR PROGRESSIVE TAXATION 64-75, 407-416 (1947). Vickrey 
is the source of this article’s statements concerning the economies of life insurance. See 
also Note, 103 U. or Pa. L. Rev. 451, 453 (1954). 

45 Generally, the cash surrender value is always less than the natural reserve, but it may 
be equal to or less than the legal reserve. The cash surrender value is caleulated from the 
legal reserve, which is an artificial figure representing ‘‘ approved assets which the company 


is required to have on hand to assure its ability to pay benefits when due.’’ VicKREY, op. 
cit. supra note 44, at 412. 
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advisable that each of these elements should be considered sepa- 
rately in determining whether the proceeds, or any part thereof, are 
property of the deceased taxpayer for the purposes of section 6901. 

The cash surrender value, which is a major portion of the savings 
element or natural reserve,“ is the easier factor with which to deal. 
The cash surrender value has been likened to a savings bank account 
in the name of the insured * or a fund for his benefit.** It is sub- 
mitted that as a savings bank account or a fund for his benefit would 
be considered property of the insured, so at least should the cash 
surrender value be considered his property for the purpose of sec- 
tion 6901. 

Turning from the savings element, the pure insurance element of 
the proceeds—the difference between the face amount of the policy 
and the natural reserve at the date of death—presents a more diffi- 
cult problem. As noted above, the pure insurance element is paid 
for by other policy holders’ premium payments. With a view solely 
to the source of these payments, it would appear that there would 
be little basis for considering the pure insurance element to be prop- 
erty of the insured for the purposes of section 6901. However, going 
beyond the immediate source of these payments, it might be argued 
that the right to receipt by the beneficiary of the pure insurance ele- 
ment had been bought by the taxpayer through his contributions in 
the form of premium payments during his lifetime. It might be 
urged that the term ‘‘property’’ as used in section 6901 should be 
construed broadly. Thus construed, ‘‘property’’ might be said to 
include payments by others which were purchased by similar and 
prior payments of the insured. 

This latter argument was seemingly put forth by the Government 
when it used Chase National Bank v. United States in its conten- 
tions before the Tax Court and the Court of Appeals for the Second 
Circuit in the Rowen case.*® The Tax Court found this argument 
persuasive, whereas the Court of Appeals for the Second Cirenit 
considered the argument not pertinent. It is submitted that this 
argument is indeed pertinent and requires consideration. Courts 
may or may not be convinced by it, but it would seem worthy of their 


46 See note 45 supra. 

47 VICKREY, op. cit. supra note 44, at 65. 

48 United States v. Behrens, 230 F.2d 504, 507 (2d Cir.), cert. denied, 351 U.S. 919 
(1956). In this case Judge Learned Hand traced this concept to Judge Addison Brown, 
writing in In re McKinney, 15 Fed. 535, 537 (S.D.N.Y. 1883). Judge Hand noted that the 
language of Judge Brown was twice quoted with approval by the Supreme Court in Hiscock 
v. Mertens, 205 U.S. 202, 211 (1907), and Burlingham v. Crouse, 228 U.S. 459, 469 (1913). 

49 See note 25 supra. 

50 Ibid. 
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attention before the question whether the full insurance proceeds 
constitute property of the taxpayer can be put to rest. 


Liasiuitry at Law or Equity 


The Courts in Rowen and Bess held that the cash surrender values 
were property of the taxpayer. Due to these findings, the Courts of 
Appeals for the Second and Third Circuits had to consider whether 
the beneficiary was under a ‘‘ liability, at law or in equity’’ * for the 
deceased’s income taxes. Similarly, in Mary Stoumen, after finding 
that the full proceeds were such property, the Tax Court was con- 
cerned with the question of the beneficiary’s liability. Though not 
compelled to deal with this problem because of its finding that no 
such transfer had been made, the Court of Appeals for the Sixth 
Circuit in the Stern case did consider the question of liability. Be- 
fore analyzing in detail the holdings of these Courts, consideration 
of some of the legislative history to the predecessor of section 6901 
seems to be in order. 

As has been noted above, transferee liability was first enacted by 
section 280 of the Revenue Act of 1926.°? The legislative history to 
that enactment makes pellucid that Congress was neither defining 
nor changing existing liability.** Instead, it sought merely to pro- 
vide the Government with a summary remedy to enforce such exist- 
ing liability. Prior to the 1926 enactment, the Government’s only 
recourse had been in the district courts, and this was found to be 
cumbersome.” It was believed that the new provision would ‘‘de- 
velop through the Board [of Tax Appeals] a uniformity of prece- 
dents in lieu of the present rather vague principles of law govern- 
ing the liability of a transferee for unpaid taxes of a transferor.’’ © 

The liability at law or in equity, provided for in section 6901, has 
been generally recognized as a liability ‘‘based on the right of cred- 
itors to set aside transfers of property made in fraud of them.’’ 
Early in the interpretation of the predecessor to section 6901, there 
arose the problem of which law was to determine the bounds of this 


51 T.R.C. § 6901(a) (1) (A) (i) (1954). 

52 See note 21 supra. 

53 §, Rep. No. 52, 69th Cong., Ist Sess. 28-30 (1926), 1939-1 (Part 2) Cum. Bux. 332, 
354. 

54 H.R. Rep. No. 356, 69th Cong., Ist Sess. 44 (1926), 1939-1 (Part 2) Cum. Butt. 361, 
372. 

55 Ibid. 

56 Note, 68 Harv. L. Rev. 1280 (1955) ; United States v. Hoper, 242 F.2d 468, 469 (7th 
Cir. 1957) ; Latham, Liability of Transferees under the Revenue Act of 1926, 22 Inu. L. 
REV. 233, 253 (1927). 
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liability. The choice involved the application of either local state law 
or federal law. In Phillips v. Commissioner * the Supreme Court re- 
fused to decide ‘‘whether the right of the United States to follow 
transferred assets is limited by any state laws.’’ ** This issue will 
probably be decided shortly by the Supreme Court, since certiorari 
has been granted in Stern and Bess. 

In the past a majority of the cases have held that state law should 
govern the question of the liability of a transferee.*® However, doubt 
has been expressed concerning this majority position, in view of the 
fact that at the time of the enactment of the original transferee pro- 
vision the federal courts applied a body of general common law un- 
der the doctrine of Swift v. Tyson. Substantiation for the belief 
that Congress probably assumed that federal law would govern was 
said to come from the Committee Report on the bill first enacting 
transferee liability. In that Report, as noted above,” it was stated 
that the Board of Tax Appeals would develop a uniformity of lia- 
bility for transferees. This concern for uniformity was thought to 
have indicated a Congressional preference for the application of 
federal law. 

On the policy level it has been urged that where a question of tax 
collection, as opposed to tax assessment, is involved, national uni- 
formity is vital.®* On the other hand, it has been urged that applica- 
tion of state law is justified, because the states have an interest in 
protecting debtors and their transferees.® This would appear to be 
particularly true in the case of a widow of a deceased insolvent tax- 
payer whose only means of support might be from the insurance 
proceeds payable to her upon her husband’s death. 

The problem of choice of law has assumed crucial importance 


57 283 U.S. 589 (1931). 

58 Phillips v. Comm’r, supra note 57, at 602. It should be noted that in transferee cases 
state law, if applicable, will be called upon to provide the answer to a question of liability 
which the federal courts would be required to follow. This is quite a different matter from 
having state law determine some ultimate fact, such as whether a trust exists, and having 
federal law determine tax liability. Cahn, Local Law in Federal Taxation, 52 Yate L. J. 
799, 816 (1943), has stated that state law’s applicability should be limited to determining 
ultimate facts, and it should not be extended to questions of liability. 

59 Note, supra note 56, at 1281, and Note, 8 Sran. L. Rev. 261, 267 (1956). 

60 41 U.S. (16 Pet.) 1 (1842). See Note, 68 Harv. L. Rev. 1281 (1955). Contra: Note, 
supra note 18, at 98, 99. 

61 See note 55 supra. 

62 Cahn, Local Law in Federal Taxation, 52 YauE L. J. 799, 804 (1943) states that ‘‘as 
a matter of elementary self-preservation, the national government must pass over state 
variations, whether found in reason, history or mere idiosyncracy, to the end of collecting 
its bills.’’ 

63 Note, 8 Stan. L. REv. 267 n.47 (1956). 

64 Stern v. Comm’r, supra note 13, at 327-328. 
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where transferee liability is sought to be attached to a life insurance 
beneficiary. If we postulate that the liability of the transferee is one 
based on the right of creditors to set aside fraudulent conveyances, 
then the applicable law of liability will be called upon to settle nu- 
merous issues. Is intent to defeat creditors on the part of the trans- 
feror a condition to liability? Must insolvency be present at the time 
of the transfer in order to taint the transaction? And, finally, the 
applicable law may be called upon to decide when the transfer took 
place. Pointedly, was the taxpayer’s property—cash surrender 
value or full proceeds—transferred at the time the policy was in- 
itiated; did such transfer take place upon each payment of pre- 
mium; or did such transfer occur on the death of the taxpayer? 

In the approach to the phrase ‘‘liability, at law or equity’’ ® and 
the choice of law problem in Rowen, Bess, Stern, and Stowmen, we 
find a disharmony almost as sizable as that found when considera- 
tion was given to the phrase ‘‘ property of a taxpayer.’’ ® In Rowen, 
the Court of Appeals for the Second Circuit held that local state law 
governed ; that in its opinion ‘‘other than the State law, there is no 
source to which we may look for pertinent authority’’; * that the 
relevant law was that of New York, the domicile of both the decedent 
and the beneficiary ; “* that analysis of section 166 of the New York 
Insurance Law compels the conclusion that paragraph 1 thereof es- 
tablished a substantive right of non-liability on the part of the bene- 
ficiary and that paragraph 2 contained an express exemption pro- 
vision; ® that whereas the exemption provision of paragraph 2 
would not bar recovery by the Commissioner, the protection to third 
party beneficiaries of life insurance policies given by paragraph 1 
would bar such recovery ; that if the Insurance Law was not effective 
to protect the beneficiaries, recourse should be made to New York’s 
law of fraudulent conveyances; and that under such law there like- 
wise was no liability. With regard to the New York law of fraudu- 
lent conveyances, it held that transfer to the beneficiaries occurred 
at the time the policies were taken out or when premiums were paid. 


65 I.R.C. § 6901(a) (1) (A) (i) (1954). 

66 Ibid. 

67 Rowen v. Comm’r, supra note 10, at 647. 

68 To the present time there has been no case requiring a court to ascertain which laws 
of two or more are to apply. See Note, supra note 63, at 268 n.50. 

69 N. Y. Ins. Law § 166 { 1 speaks of the beneficiary being ‘‘ entitled to the proceeds and 
avails of such policy as against the creditors . .. of the person effecting the insurance.’’ 
Paragraph 2 of the same section states that the proceeds shall be exempt from ‘‘ execution 
for the purpose of satisfying any debt or liability of the insured. .. .’’ Kieferdorf v. 
Comm’r, 142 F.2d 723 (9th Cir. 1944) is an example of the doctrine that states ‘‘exemp- 
tion’’ statutes do not bar the tax collecting powers of the Federal Government. 
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Since the taxpayer was not proven to have been insolvent during his 
lifetime, the Court concluded that the transfers could not have been 
fraudulent. 

In Bess, the Court of Appeals for the Third Circuit reaffirmed its 
former ruling * that ‘‘since there was a federal tax question to be 
decided it should be decided on general law as laid down by the Fed- 
eral courts.’’™ The Court then went on to hold that the law to be 
applied was that of fraudulent conveyances; that Chapter 5 of the 
English statute, 13 Elizabeth, is generally acknowledged to be the 
source of decisions as to when a conveyance is fraudulent; that the 
cash surrender value was a chose in action possessed by the tax- 
payer at the time of his death; that the taxpayer at such time was 
insolvent; and that by reason of holding the beneficiary liable for 
the cash surrender value at the time of death, inferentially the trans- 
fer of the cash surrender value to the beneficiary occurred at the 
time of death. 

In Stern the Court of Appeals for the Sixth Circuit considered 
the Kentucky statute, which caused it to conclude that the cash 
surrender values were not property transferred by the taxpayer 
to the beneficiary.” As the Court of Appeals for the Second Cireuit 
in Rowan decided for paragraph 1 of section 166 of the New York In- 
surance Law, the Court of Appeals for the Sixth Cireuit decided 
that the Kentucky statute was a law of property and not an exemp- 
tion statute. 

By way of contrast, the Tax Court in Stowmen was of the opinion 
that even if state statutes governed they were ‘‘exemption’’ stat- 
utes, ‘‘which can not bind the Federal Government in the adminis- 
tration of its taxing laws.’’ ™ In concluding that there was trans- 
feree liability for the full proceeds, the Tax Court set forth what it 
believed to be the rule for determining transferee liability. The 
Court stated that the Commissioner must show ‘‘that there was a 
gratuitous transfer of assets from the transferor to the alleged 
transferee and that the transferor was either insolvent at the time 
of, or was rendered insolvent by, that transfer.’’ * Working from 
this rule as applied to the facts in Stowmen, it would appear that 
the Tax Court believed that the transfer occurred upon the death 
of the taxpayer, since no insolvency prior to the date of death was 
proven. 


70 Pearlman vy. Comm’r, 153 F.2d 560 (3d Cir. 1946). 
71 United States v. Bess, supra note 11, at 677. 

72 See note 34 supra. 

73 Mary Stoumen, supra note 15, at 1025. 

74 Id. at 1018. 
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From these cases it is clear that the courts are in complete con- 
flict. Though the opinions in Rowen and Stern seem to mesh on the 
choice of law problem involved in determining liability, Bess and 
Stoumen are in conflict with separate and different legs of the 
Rowen holdings. In Bess the Court of Appeals for the Third Circuit 
prefers the application of federal law rather than state law. The 
Tax Court in Stoumen seemingly acknowledges state law as appli- 
cable, but it rejects the distinctions drawn by the Court in Rowen 
between the two paragraphs of section 166 of the New York In- 
surance Law.” The Tax Court in Stoumen would classify both para- 
graphs as ‘‘exemption’”’ statutes and therefore incapable of barring 
the Government’s claim for taxes.” 

Even if state law is applicable, question may be raised over the 
first choice of applicable New York law in Rowen. The Court of Ap- 
peals for the Second Circuit there first sought out section 166 of the 
New York Insurance Law and only alternatively applied New York’s 
rule for fraudulent conveyances. This application of the New York 
Insurance Law runs contrary to the theory that transferee liability 
is based upon the rights of creditors to void fraudulent transfers.” 
In view of the questionable distinction made in Rowen with regard 
to paragraphs 1 and 2 of section 166 of the New York Insurance Law, 
possibly only recourse to New York’s common law of fraudulent con- 
veyances should have been made. 

When attention is focused upon the law of fraudulent convey- 
ances, it becomes most critical to-determine when the transfer oc- 
curred. The holding in Rowen appears to be in conflict with both 
Bess and Stoumen on this point. In Rowen the Court of Appeals for 
the Second Circuit held the transfers to the beneficiaries occurred 
upon the procurement of the policies or upon payment of premiums. 
On the other hand, the Courts in Bess and Stoumen apparently were 
convinced the transfers took place upon the death of the taxpayer 
and thus when he was insolvent. 

The position here of the Court of Appeals for the Second Circuit 
appears to be inconsistent with its position in regard to the phrase 
‘*property of a taxpayer.’’“* One might question how the Court 
can resolve its holding that the ‘‘cash surrender values were assets 


75 See note 69 supra. 

76 The distinction drawn by the Court in Rowen and rejected by the Tax Court in Stou- 
men with relation to the two paragraphs of N. Y. Ins. Law § 166 has been questioned in 
Marold, Transferee Liability in PROCEEDINGS OF NEW YORK UNIVERSITY THIRTEENTH AN- 
NUAL INSTITUTE ON FEDERAL TAXATION 1073, 1089 (1955). 

77 See note 56 supra. 

78 I.R.C. § 6901 (a) (1) (A) (i) (1954). 
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of the decedent in his lifetime’’ ® with its holding that transfers of 
the cash surrender values occurred upon procurement of the policies 
or upon the payment of premiums.* This inconsistency is further 
highlighted by the fact that the Court of Appeals for the Second 
Circuit fixed the property transferred to the beneficiaries as being 
the cash surrender values at the time of death. It is submitted that 
the transfer ‘‘to them was not effected until death and that the in- 
solvency of the insured at that time, rather than at the time of pay- 
ment of premium should be the determining factor.’’ ** 

One may also question whether there is a valid reason for the 
Court in Rowen determining the time of transfer under the law 
applicable to the phrase ‘‘liability, at law or equity’’ (state law) 
rather than under the law applicable to ‘‘ property of a taxpayer”’ 
(federal law). There is of necessity a logical and close relationship 
between a determination that the cash surrender value at the time 
of death is property of a taxpayer and a determination as to when 
the transfer of such property took place.*? This nexus between 
‘‘what’’ and ‘‘when’’ was recognized and given effect in the West- 
ern Union case. In that case federal law determined the property 
transferred and when such transfer occurred. 


ConcLusion 


The Supreme Court has been called upon to decide many of the 
issues discussed above and in response it has granted certiorari in 
Stern and Bess. Decisions in these two cases should not be long in 
coming. Regardless of the results of these appeals, it appears that 
remedial legislation may be in order. 

As a concomitant to a Supreme Court adoption of the rationale of 
either Stern or Rowen, tax delinquencies probably would increase. 
Those afflicted with old age or ill health might seek an advantage 
from these decisions and not pay their income taxes, at the same 
time depleting their estates of all but insurance. Income taxes due 
for the year of death and prior years might thus be avoided. 

If the rationale of Bess were adopted, it would seem that the con- 
sequences would be the same as those that would result from an 
adoption of the gravamen of Rowen or Stern. Under Bess an eva- 


79 Rowen v. Comm’r, supra note 10, at 647. 

80 The Court of Appeals for the Second Circuit, subsequent to Rowen, went on to hold in 
United States v. Behrens, 230 F.2d 504 (2d Cir.), cert. denied, 351 U.S. 919 (1956), that 
during a taxpayer’s lifetime the cash surrender value was property subject to a lien for 
unpaid income taxes. 

81 Marold, supra note 76, at 1088. 

82 Cf. Jeromer v. United States, 57-2 U.S.T.C. J 9947 n.7 (S.D.N.Y. Oct. 2, 1957). 
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sion-bent taxpayer would simply clean out the cash surrender values 
as quickly as they were built up. In this way nothing would be trans- 
ferred at death and the Government would be left empty-handed. 

The adoption of the approach of the Tax Court in Stowmen might 
provide difficulties in another direction. A widow might be left with- 
out funds after the death of her husband; the insurance proceeds, 
modest in amount, might be her only means of support. Application 
of the rationale in Stoumen would bring dire and undesirable con- 
sequences, in that the widow might become a public charge. 

Amelioration of the above consequences is beyond the scope of 
this article. Suffice it to say that consideration will eventually have 
to be given to them. 

Turning back now to the problems before the Supreme Court in 
Stern and Bess, it does seem clear that viewed as a question of eco- 
nomics the cash surrender value at the date of death is property of 
the delinquent taxpayer. Similarly viewed, though by no means so 
clear-cut, it would seem that the difference between the full proceeds 
and the cash surrender value should also be considered his property. 

It is submitted that in order to protect the national fisc, the term 
‘‘nroperty of a taxpayer’’ ** should be broadly construed so as to 
encompass what as a matter of economics fits under that term. Thus, 
the full proceeds would be the limit of the beneficiary’s liability. 
Passing to the problem of whether there is any liability, it is sub- 
mitted that the critical question is when the property was trans- 
ferred. It is further submitted that the answer to this question is 
that the transfer occurred at the time of death and, therefore, the 
beneficiary should be held liable for the full proceeds. 


83 IRC. § 6901(a) (1) (A) (i) (1954). 
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Problems in the Disposal of 
Rental Personalty 


MILO WHITNEY SMITH * 


Be the past few years one of the most impressive developments in 
the economy has been the growth of the equipment rental industry. 
While perhaps the best known of these operations is the vehicle 
rental, it is today possible to obtain on a lease basis almost any form 
of equipment. 

One of the most appealing aspects of the leasing operation from 
the standpoint of the lessor has been the supposed loophole in the 
tax law, permitting the conversion of ordinary income into capital 
gains through over-depreciation of the equipment while it is held 
for leasing purposes, followed by sale under section 1231. With the 
promulgation of the new depreciation Regulations, considerable 
cold water has been dashed on these hopes. There remain, however, 
substantial problems surrounding the disposal of rental equipment 
which have not as yet been thoroughly tested. 

It is proposed to consider the two closely-related problems of de- 
preciation and the nature of the gain on disposal of assets, with 
special stress on those facets of these problems which affect the 
equipment rental industry. To some extent emphasis is placed upon 
the vehicular leasing operation, but the principles developed are 
applicable to any comparable leasing operation. 

The characteristics of the operation contemplated are: a substan- 
tial rental activity, with the leases being for periods considerably 
less than the life of the asset; sale of the equipment upon recovery 
from the lessees at a price which represents a substantial portion of 
the original cost; and affiliation with a sales organization either as 
part of the same enterprise or a related one. 

While it is somewhat unrealistic to separate the problems of de- 
preciation and gain on disposal of assets, an attempt has been made 


Mito Wuitney SmirH (B.A. 1947, J.D. 1950, State University of Iowa) is a member 
of the California Bar and Assistant Professor of Business Law, University of California. 
* ArTHUR O. ARMSTRONG, Senior Law Student, School of Law, University of California, 
rendered valuable service in connection with the research for this article. 
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to consider first the various problems regarding depreciation deduc- 
tions, and secondly, the nature of the gain realized upon disposal, 
assuming that the depreciation deductions result in reducing the 
basis of the property below the realizable value. 


DEPRECIATION 
In GENERAL 


Section 167 provides for a deduction for depreciation in the case 
of property used in a trade or business or for the production of in- 
come. The deduction is not available for stock in trade or inventory. 
It is essential, therefore, to the deduction that the property for 
which it is claimed shall not be characterized as ‘‘inventory.’’ 

Segregation in the formal accounts is necessary and desirable in 
supporting the deduction for depreciation, for the same reasons as 
such segregation is desirable in supporting a claim for the benefits 
of section 1231 on the sale of the asset. While the two problems do 
not involve identical considerations, especially in view of the 
‘‘change of purpose’’ doctrine applied to sales of property held for 
rental, the basic concern of the taxpayer in each instance is to offer 
tangible evidence of every possible sort that he regarded the prop- 
erty as differing from that which he holds for sale. 

There have been occasional references in Tax Court opinions to 
a relationship between the availability of section 1231 treatment and 
the allowance for depreciation, but.these have all arisen in cases in 
which the item in question was the nature of the gain on disposal 
rather than the propriety of the depreciation deduction. Generally 
speaking, the question whether property is ‘‘inventory’’ for the 
purposes of the depreciation deduction has not been considered con- 
trolled by the characterization of the same property as ‘‘ primarily 
held for sale’’ within the meaning of section 1231.7 

Assuming the availability of a deduction for depreciation, the 
basic statutory provision is contained in section 167(a), which pro- 
vides for a ‘‘ reasonable allowance for the exhaustion, wear and tear. 

..”? What has been characterized as some of the most futile litiga- 
tion to arise out of the tax laws has been that dealing with just what 


1 But see the demonstrator cases, discussed at pp. 353-354 infra, in which the deduction 
for depreciation and the determination of the nature of the gain on sale are treated as iden- 
tical problems. See, e.g., Johnson-McReynolds Chevrolet Corporation, 27 T.C. 300, 305 
(1957), where it is noted that the taxpayer conceded that if the vehicles in question were 
held to give rise to ordinary income on sale, the disallowance of depreciation was correct. 
The reason for this treatment is undoubtedly tied to the problems of the demonstrator cars, 
which are generally considered never to have been used in the business. See I.T. 4062, 
1951-2 Cum. BULL. 61. 
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constitutes a ‘‘reasonable allowance’’ for depreciation.” Part of the 
difficulty may be attributed to the connotation of relationship to 
physical deterioration of the property as opposed to the account- 
ant’s approach to the depreciation phenomenon as dealing with ex- 
haustion of invested costs. And, of course, a major portion of the 
difficulty is inherent in the word ‘‘reasonable.’’ 

The Regulations and the courts have often repeated an early 
definition of the depreciation deduction: ‘‘The allowance is that 
amount which should be set aside for the taxable year in accordance 
with a reasonably consistent plan (not necessarily at a uniform 
rate), so that the aggregate of the amounts set aside, plus the sal- 
vage value, will, at the end of the estimated useful life of the depre- 
ciable property, equal the cost or other basis of the property... .’’ 
The formula thus stated is perhaps more in tune with accounting 
practice, although it suffers from emphasis upon the now outmoded 
‘‘funding’’ concept. At any rate, it is clear that depreciation com- 
putations require estimation of two factors, i.e., useful life and sal- 
vage value. Both of these factors have been the subject of rather 
significant change in the new Regulations, although there has been 
some discussion whether the change is a mere shift in emphasis or a 
radical new departure. 


Tue New Recuiartions 


The new Regulations clearly define ‘‘useful life’’ in terms of the 
experience of the individual taxpayer, thus avoiding the ambiguities 
which it is claimed existed under the old Regulations whether useful 
life connoted the ‘‘inherent life’’ of the particular asset or should 
take into account the practice of the individual taxpayer in replac- 
ing and disposing of depreciable property. Similarly, ‘‘salvage 
value’’ is defined in terms of ‘‘the amount which it is estimated will 
be realizable upon sale or other disposition of an asset when it is no 
longer useful in the taxpayer’s trade or business. ...’’ as determined 
at the time of acquisition. 

Both of these definitions would seem unimpeachable. There have 
been, concededly, numerous instances in which the term ‘‘useful 
life’’ has been used loosely to refer to ‘‘inherent life.’’? Thus, in 
Revenue Ruling 108,*° dealing with the nature of the gain on the sale 
of leased property, reference is made to those who sell ‘‘after leas- 
ing them for a period substantially less than their normal useful 
life... .’? And in various cases the Commissioner, in attacking de- 


2 Virginia Hotel Corp. v. Helvering, 319 U.S. 523, 532 (dissent) (1943). 
3 1953-1 Cum. BuLL. 185. 
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preciation allowances, has referred to ‘‘disposal before the end of 
the useful life’’ of assets as shown by the large salvage recoveries.‘ 
More must be shown, though, than prior imprecise usage to con- 
demn a definition of useful life with such obvious theoretical justi- 
fication. If depreciation is to be regarded as a means of spreading a 
cost over the periods during which the physical asset produces reve- 
nue, it is difficult to justify ‘‘inherent life’’ as a basis for the compu- 
tation of the charge. And, once the definition of useful life is ac- 
cepted as sound, the definition of salvage value flows inexorably 
from it. If useful life refers to the experience of the individual tax- 
payer, then surely salvage value must refer to the amounts which 
he reasonably anticipates realizing upon ultimate disposal. 

There have been statements that the Code does not authorize the 
definitions of salvage value and useful life contained in the Regula- 
tions. These contentions seem of doubtful merit. Initially, it must 
be recognized that a broad authority was granted to the Commis- 
sioner to promulgate the rules regarding the computation of the de- 
preciation deduction under section 167(b).° It is certain that the 
Commissioner’s rules for this computation will receive substantial 
deference in the courts, and it is doubtful whether a successful at- 
tack could be made upon them, even assuming that they are in some 
slight degree erroneous. Add to the deference accorded the Commis- 
sioner in promulgation of the Regulations, the fact that the position 
he has taken therein is inherently reasonable, and it seems that the 
claims that the Regulations do not conform to the intent of Congress 
or the authority conferred by the Code are more expressions of dis- 
satisfaction with the closing of what had appeared to be a loophole 
than of reasoned hope that they can be avoided judicially. 


DEPRECIATION SCHEDULES 


The more pressing and practical problems in the depreciation 
area deal with the administration of the new Regulations. It is clear 


4 See, e.g., Transoceaniec Terminal Corp., 13 TCM 227 (1954) ; Holmes-Darst Coal Corp., 
11 TCM 122 (1952); but see Bolta Co., 4 TCM 1067 (1945), and note the language in 
Anne P. Humphrey, 5 TCM 21 (1946). Many of these older cases arose as a result of the 
Commissioner’s contending that depreciation rates were incorrect. Since the effect of im- 
posing a salvage value estimate and of increasing the useful life estimate is substantially 
the same, there was a tendency to treat the two types of correction as identical, with re- 
sultant imprecision in the opinions. Under the new Regulations it is specifically stated that 
salvage value is not a factor for the purpose of determining useful life. 

5 The language of the delegation to the Commissioner in section 167(b) (1954) would 
appear to be of a power to promulgate what are sometimes referred to as ‘ ‘legislative 
rules’’ as opposed to ‘‘interpretative rules’’; for a general discussion see DAvis, ADMIN- 
ISTRATIVE LAW 184 (1951). 
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that this year will bring intensive investigation of depreciation 
schedules; the normal frictions arising out of what is and is not 
‘*reasonable’’ can be expected to be multiplied during the ensuing 
months. There is already substantial litigation pending involving 
depreciation scheduies, and the volume is almost certain to increase. 

The basic question is the extent to which useful life and salvage 
value figures which were reasonable when originally estimated will 
be subject to redetermination on the basis of subsequently discov- 
ered facts. Especially crucial has this become with the new emphasis 
upon ‘‘experience.’’ 

It is clear that at any time at which it reasonably appears that the 
taxpayer has underestimated the useful life to be attributed to a 
given asset, the Commissioner may insist upon the use of a more 
realistic life estimate. The effects of such a correction are negligible, 
inasmuch as it merely leads to a downward revision of future depre- 
ciation deductions to compensate for the prior over-depreciation. 
The more difficult problem is the power of the Commissioner to re- 
vise downward an estimate of useful life, which has proven too long, 
and the facts which must be shown to support a contention that the 
estimated life was erroneous. 

Consider, for example, the problem of the taxpayer who conserva- 
tively estimates the useful life of an asset as five years and depre- 
ciates on that basis. After two years, he is forced to dispose of the 
asset due to technological improvements which render the further 
use of the asset impossible. Certainly it would seem unreasonable to 
assert that the five-year estimate was erroneous and that deprecia- 
tion should have been taken during the two prior years on the basis 
of a three-year life rather than a five-year life. If this downward re- 
vision of the useful life were accepted by the courts, the unhappy 
taxpayer would have an opportunity to learn of the mysteries of see- 
tion 1016 and its provisions regarding ‘‘depreciation allowed or 
allowable.’’ 

It would seem incredible that on the basis of a single forced dis- 
posal due to technological advances, the taxpayer would be sub- 
jected to revision of depreciation deductions as they affect closed 
years. But it is equally certain that the new Regulations confer the 
power upon the Commissioner to attack too-long depreciation esti- 
mates where there is ‘‘experience’’ upon which it can be said that a 
different estimate of useful life should have been made. The Regu- 
lations have thus placed a premium upon under-estimations, in that 
the only effect thereof will be a downward revision of the deprecia- 
tion rate for future years, without the loss of prior deductions. On 
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the other hand, an estimate of less than a three-year life will deprive 
the taxpayer of the benefit of the accelerated depreciation methods. 

The provision in the new Regulations which has caused the great- 
est concern is the new emphasis upon salvage value as a limit upon 
the depreciation allowable. It is this provision which has led to some 
of the most violent attacks on the Regulations as unwarranted on 
the basis of the Code and the legislative history. Once more, how- 
ever, there is a hollow ring to these claims, and it is almost certain 
that the Regulations will be upheld by the courts. In each instance 
in which the Supreme Court has been called upon to review depre- 
ciation deductions, the bromide that the purpose of depreciation is 
to provide that sum which, with salvage value, will equal the cost or 
other basis at the end of the useful life, has been repeated.® Cer- 
tainly, it is difficult to justify a position that depreciation should be 
permitted after the basis has been reduced to a reasonable salvage 
value. 

Special attention has been given to the declining-balance method, 
which purports to provide a ‘‘built-in’’ salvage value figure. The 
computation of the deduction is specifically stated not to involve 
consideration of salvage, whereas both the straight-line and sum-of- 
the-digits methods do. The Committee Reports and legislative his- 
tory in general, it has been claimed, lend support to the position that 
salvage value is not to be used as a limitation on depreciation deduc- 
tions where the declining-balance method is used. This sanguine 
thought seems to ignore the implications of the Committee Report 
which states: ‘‘The changes made by your committee’s bill merely 
affect the timing and not the ultimate amount of depreciation deduc- 
tions with respect to a property.’’ * In a word, the purpose of the 


6 United States v. Ludey, 274 U.S. 295 (1926) ; Detroit Edison Co. v. Comm’r, 319 U.S. 
98 (1943) ; Virginia Hotel Corp. v. Comm’r, 319 U.S. 523 (1943). 

7 Normal financial accounting techniques for computing the declining balance rate are 
based on a formula which takes into consideration the estimated salvage value (rate = 
nth root of salvage divided by cost). This formula can lead to results which border on the 
absurd. Thus, in the case of an asset with an original cost of $6,000 and useful life of eight 
years, the rate is 28.72 per cent if the salvage value is $400; 47.55 per cent if the salvage 
is $40; and roughly 60 per cent if the salvage is $4. During the early years of use, the dif- 
ferences in depreciation deductions are tremendous. This factor and the mathematical 
problems involved in extracting large roots were probably the compelling factors in the 
decisions first to limit the rate to twice the straight line, and then to permit the use of any 
rate up to that limit, without use of a formula, And with the formula abandoned, the 
**built-in’’ salvage factor disappeared. 

8 H.R. Rep. No. 8300, 83d Cong., 2d Sess. 25 (1954). The Committee Reports indicate 
that the chief concern was not with depreciation below salvage value, but rather with mak- 
ing certain that it would be possible to depreciate to salvage. Much emphasis was laid 
upon the provisions for changing methods to assure full depreciation; nowhere is there 
any indication of an intent to permit over-depreciation. 
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accelerated depreciation provisions is merely to provide for the 
more rapid recovery of invested capital, not to permit the conver- 
sion of ordinary income into capital gains through excessive depre- 
ciation. 

The only case to consider the declining-balance method in prior 
years which mentioned the salvage factor appears to be American 
Refrigerator Transit Co.,® which concerned a different question. In 
the opinion, however, mention was made of the fact that the tax- 
payer, who was using the declining-balance method, stopped taking 
depreciation deductions when the equipment in question had been 
depreciated to its salvage value, which was a substantial portion of 
its original cost. 

In view of the announced intention of the Commissioner to insist 
upon adherence to the requirement in the Regulations that salvage 
value be taken into account in computing the depreciation deduc- 
tions under the straight-line and sum-of-the-digits methods, it would 
be sheerest folly to establish a schedule under either of these meth- 
ods which does not reflect this factor. It is true that in certain in- 
stances in the past taxpayers have been upheld in cases in which the 
depreciation schedules had been computed without regard to sal- 
vage value.” But these cases have all involved situations in which 
the practice of the taxpayer was to use the asset until it was valuable 
only as junk with nominal value. While it is assumed that these cases 
will continue to be of some vitality, they are of but slight value to the 
lessor of personalty which is normally sold for a substantial por- 
tion of the original cost. The practical problem whether or not the 
salvage factor must be considered is not involved, but rather the 
estimate of salvage which will withstand judicial scrutiny. 


Tre Hinpsicut TEst 


Even assuming a ‘‘reasonable’’ estimate of salvage value at the 
time of acquisition, there remains the troubling problem of redeter- 
mination based on hindsight or later discovered information. Espe- 


931 B.T.A. 465 (1934). 

10 Universal Mills, 7 TCM 886 (1948); L. E. Whitham, 10 TCM 250 (1951); L. A. 
Davidson, 12 TCM 1080 (1953) (upholding the taxpayer’s failure to consider salvage as 
to certain equipment, but requiring modification to reflect 20 per cent salvage on vehicles). 
Recent cases, however, have indicated a growing awareness on the part of the courts of the 
importance of the salvage figure and an apparent intention of the Commissioner to require 
reflection of salvage values where they are material. See Williams Co. v. United States 
56-2 U.S.T.C. 7 9839 (E.D. La.) ; Cohn v. United States, 57-1 U.S.T.C. J 9457 (W.D. 
Tenn.) ; Koeling v. United States, 57-1 U.S.T.C. 7 9453 (D.Neb.). Note that these cases all 
arise under the 1939 Code. : 
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cially crucial is the question of the extent to which salvage estimates 
are subject to attack on the basis of actual realization. 

The Regulations are specific in stating that salvage value is to be 
determined at the time of acquisition and shall not be changed 
merely because of changes in price levels. However, if there is a 
redetermination of useful life, salvage value may be redetermined, 
based upon facts known at the time of such redetermination of use- 
ful life. The ambiguities inherent in these statements are appar- 
ent. On the one hand, it is said that mere changes in price levels are 
not sufficient to justify a change in salvage value figures. This would 
seem to imply that the salvage figure is subject to change at any 
time at which it appears that the original estimate was erroneous. 
Further, the ‘‘however’’ clause suggests that if there is a redeter- 
mination of useful life, salvage value will be subject to redetermina- 
tion on the basis of ‘‘facts then known,’’ which would seem to com- 
prehend price level changes. 

The latter possibility—that of changes in salvage value concur- 
rently with changes in useful life—may be avoided through care in 
the selection of useful life estimates. Where there is a consistent 
policy as to disposals, as is usually the case in the rental equipment 
industry, there should not be substantial difficulty in this respect. 
Attention might also be drawn to the provisions of section 167(d) as 
a means of making certain that useful life figures will not be sub- 
ject to ‘‘redetermination.’’ 

The problem of determining whether there has been an erroneous 
estimate of salvage value is more difficult. The cases on the effects of 
appreciation are ambiguous. The most comprehensive discussion of 
the problem is found in Wier Long Leaf Lumber Co.," which dealt 
with two separate aspects of the problem. The taxpayer owned a 
sawmill which was being depreciated on a unit of production method, 
without allowance for salvage. In 1936 the Commissioner and the 
taxpayer agreed on a salvage value of $15,000, and thereafter depre- 
ciation was taken on that basis. In 1942 the undepreciated cost figure 
was $24,768. The taxpayer finished his cutting operation in that year 
and took the remaining undepreciated cost over agreed salvage, or 
a total depreciation deduction of $9,768. In the same year, the mill 
was sold for approximately $75,000. 

The Commissioner contended that no depreciation should be 
taken for the year, inasmuch as it was clear at the end of the taxable 
year involved (which would have been after the sale) that there was 
no need for a reasonable allowance for depreciation, since the sal- 


119 T.C. 990 (1947), rev’d with discussion of this point, 173 F.2d 549 (5th Cir. 1949). 
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vage value was patently more than the undepreciated cost at the be- 
ginning of the year. The taxpayer contended that he was entitled to 
the full difference between the undepreciated cost at the beginning 
of the year and the agreed salvage value as established in 1936.’” 

The Tax Court held: ‘‘It has long been the rule that the deprecia- 
tion deductions are to be corrected in any year when it is apparent 
that the factor involving the extent of useful life is erroneous... . 
An adjustment to correct for mistaken salvage value is no different 
from an adjustment of a mistaken estimate of years of use. In this 
manner depreciation can be kept to an accurate provision for the re- 
turn of petitioner’s capital investment in the property. This is what 
the law contemplates.’’ ** The issue, according to the Court, is not 
one of appreciation in value, but simply one of determining whether 
or not the property was fully depreciated at the beginning of the 
year. Since by the end of 1942, when the depreciation deductions 
were to be measured, it was apparent that the sawmill had substan- 
tial salvage value (although not to be measured by the price ob- 
tained), the burden is on the taxpayer to justify his depreciation de- 
duction by showing the amount attributable to salvage value. The 
mere fact that an earlier agreement had been reached on the $15,000 
figure does not serve to bind the court, and the figure is subject to 
correction when it appears that it is erroneous. 

The Wier Co. also owned three automobiles, which were being de- 
preciated at a 40 per cent rate. At the beginning of 1942 the allow- 
ance for depreciation stood at $1,148.39, and in 1942 depreciation in 
the amount of $1,047 was taken, the full 40 per cent rate being ap- 
plied for the portion of the year for which the cars were held by the 
taxpayer. During the year there was a gain of $454 on the disposi- 
tion of the cars. The Commissioner contested the allowance of the 
depreciation to the extent of the gain, on the basis that the depre- 
ciation deduction should not be available during a year in which the 
effect of the deduction was to reduce the basis below the realized 
amount, thus giving rise to a gain on the realization. The Court re- 
jected this contention, emphasizing the narrow basis for the Com- 
missioner’s argument, and said, ‘‘It must be taken as settled that 


12 It is significant to note that in 1942, 28 million feet of lumber were cut rather than 
the estimated 21 million feet. Applying the former unit of production rate to this cutting 
in excess of the estimate would have led to a deduction in excess of the amount claimed, 
but the taxpayer himself agreed to limit the deduction to the amount necessary to reduce 
undepreciated cost to the previously agreed upon salvage value. In other words, the issue 
in the case is not whether or not depreciation can be taken to a point below salvage, but 
rather whether salvage is to be determined on the basis of current values or some pre-de- 
termined figure. 

13 Wier Long Leaf Lumber Co., supra note 11, at 998. 
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mere appreciation in value due to extraneous causes has no effect on 
the depreciation allowance, one way or the other... The sole fact... 
that a given price is received for articles not fully depreciated 
throws no effect upon the depreciation allowance. .. . If a higher 
price was available for the automobiles because of a miscalculation 
as to their useful life, a different result would follow from an en- 
hanced sales price due to appreciated values.’’ * 

The net effect of the case, then, would seem to be that the control- 
ling factor is the form in which the Commissioner phrases his objec- 
tion to the depreciation taken during the year of disposal. If the 
objection is based solely on the fact that there is a gain, it has no 
merit. But if the objection to the deduction is based on the fact that 
there was a residual value which had not been taken into considera- 
tion in computing the ‘‘reasonable allowance’’ for depreciation, the 
Commissioner casts upon the taxpayer the burden of showing that 
the proceeds of the realization, to the extent that they represent a 
gain, are a result of some ‘‘extraneous economic factor’’ and do not 
represent true salvage value. 

The Wier case, although indicating that there is a danger of hav- 
ing the burden of justifying a gain on disposal shifted to the tax- 
payer, is at least clear on the point that mere gain on disposal is not 
enough to warrant disallowing depreciation deductions. Other cases 
seem to go even further. In Norris Lumber Co.,” for instance, the 
fact that the taxpayer was selling cars, which had previously been 
considered valueless, at a substantial gain was a factor in the Tax 
Court’s determination that salvage value should be taken into ac- 
count. This was so despite the fact that the apparent cause of the 
gain was the economic dislocation occasioned by World War II."* 

The latest Tax Court opinion on the issue of salvage value has 
definite implications that appreciation in value is to be considered 
in redetermining salvage and that the redetermination may be based 
upon actual realization or hindsight. In Pilot Freight Carriers, Inc.“ 
the Commissioner insisted upon a revision of useful life figures, 
contending that depreciation deductions were obviously erroneous 
in view of the substantial gains being realized on disposal of the 
equipment involved. The Tax Court refused to adjust the deprecia- 


14 Id. at 999. 

15 7 TCM 728 (1948). 

16 To the same effect see Bolta Co., 4 TCM 1067 (1945) ; William A. McWaters, 9 TCM 
507 (1950) ; compare Sefer A. Markley, 7 TCM 198 (1948); Holmes-Darst Coal Corp., 
11 TCM 122 (1952). In both of these latter cases, the Commissioner’s attack was on useful 
life figures rather than salvage values. 

17 15 TCM 1027 (1956). 





a, ee tt. Ae Ge 











1958] PROBLEMS IN DISPOSAL OF RENTAL PERSONALTY 341 


tion, citing and quoting from the Wier case. But the opinion goes on, 
apparently ignoring the implications of Wier, to say that the evi- 
dence shows that the higher disposal price is due to economic fac- 
tors—the Korean War—not to errors in the estimate of useful life. 
Therefore, opines the Court, the error may be corrected only through 
adjusting the salvage value estimate. It would seem that this only 
implies the definite possibility of such corrections being upheld. 

The situation regarding the hindsight test is, then, nebulous. At 
the very best, it is not propitious, and at the worst, a rule could 
evolve which absolutely precluded depreciation deductions during 
the year of disposal which reduced the basis below the realized 
values. The potential of Pilot Freight is tremendous, especially to 
an industry in which the annual depreciation deductions are of sub- 
stantial size, so that normally the depreciation in the year of dis- 
posal reduces the basis from a figure above the realized value to one 
below it. 

In summary, the basic depreciation problem, common to all own- 
ers of property used in a trade or business, is that the present meth- 
ods of computing depreciation are simply not realistic. Founded in 
the lore of the accountant, who still clings tenaciously to the fiction 
of the ‘‘stable dollar,’’ depreciation purports to restore the invest- 
ment in capital assets through a combination of allowable deduc- 
tions which, when added to the salvage value, equal the investment. 
Were it possible to add 1953 and 1958 dollars and achieve a result 
which would have any real significance, the salvage value limitation 
would be a reasonable one. Our present economy, however, makes 
such an addition wholly misleading, for the sum of the dollars 
thereby obtained bears no relation to the purchasing power of the 
sum of dollars invested. The only real hope for correction of this 
problem lies in legislative action to adjust depreciation deductions 
to reflect in some way the consumption of utility measured in terms 
of current dollars rather than in terms of the dollars of yesteryear. 
At present, there appears to be some legislative activity in this direc- 
tion ; until this activity is reflected in legislation, there can be no real 
relief from the depreciation problem. 
~ In the short run, relief from the effects of appreciation must be 
sought through an application of the depreciation rules which will 
permit the recognition of gain on the disposal of assets to the extent 
that the gain is the result of appreciation in values, as a capital gain, 
rather than attempting to preclude any recognition of gain through 
disallowing depreciation deductions which reduce the basis of prop- 
erty below an artificially inflated salvage value. 
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NATURE OF THE GAIN 
In GENERAL 


Assuming that the depreciation rules are so applied as to result in 
some difference between the amount realized and undepreciated cost 
at the time of disposal, there remains the problem of the nature of 
the gain on the disposal of the property. For the typical owner of 
depreciable property, the provisions of section 1231 yield a ready 
answer. For the taxpayer engaged in the rental of personalty on a 
large scale, there remains some doubt whether the provisions of 
1231 are applicable. 

The essential problem is one of classification. Is the owner of 
rental property, when he sells it on a large scale, disposing of ‘‘ prop- 
erty used in the trade or business, of a character which is subject to 
the allowance for depreciation. ...’’ or of ‘‘... property held... pri- 
marily for sale to customers in the ordinary course of his trade or 
business. .. .’’ ?8 If the former, he is entitled to capital gains treat- 
ment; if the latter, ordinary income rates apply. The issue is said to 
be one of fact in each case, although recently it has been recognized 
that the differences in result which have marked the cases in this 
general area may flow from the application of different concepts 
of the law.’® 

There have been few cases dealing with the precise problem of the 
owner of rental personalty. It is proposed, therefore, to consider two 
analogous lines of cases which bear closely on the present inquiry— 
the rental housing cases, and the automobile dealer cases. While 
both situations are distinguishable on their facts, the basic philos- 
ophy underlying each is, to a limited extent, applicable to considera- 
tion of the rental personalty problems, both from the standpoint of 
the factual situations involved and from the enunciation of the dif- 
ferent rules of law contained in these cases. 


Anatocous CasEs—RentTatL Housine 


The rental housing cases all involve substantially similar facts. 
Basically, the property involved was housing constructed during 
the World War II years under material priorities and financing 


18 Note that the language of the Code is such that the mere fact that property is used in 
the trade or business and is of a character subject to the depreciation allowance, does not 
automatically make it eligible for section 1231 treatment. The defining clause in section 
1231(b) (1) first ineludes all such property and then continues: ‘‘which is not... (B) 
property held by the taxpayer primarily for sale to customers in the ordinary course of 
his trade or business. ...’’ 

19 See Greenspon v. Comm’r, 229 F.2d 947 (8th Cir. 1956), affirming in part and revers- 
ing in part 23 T.C. 138 (1954). 
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arrangements designed to furnish an incentive for the construction 
of housing for defense workers. The priorities varied in their terms 
but generally placed some restriction on the right to sell the houses 
—some builders were free to sell one-third of their units; others 
were restricted as to the entire number of units for which priorities 
had been received; others were able to sell only to certain types of 
persons, notably defense workers who had been renting for a speci- 
fied length of time. About 1945, controls on sale were lifted, as were 
the price controls on sale. But rent controls were retained, which 
made the income from rental far too low in terms of present value 
of the property to justify its retention as an investment asset. The 
buildings were accordingly disposed of. Activity to effect the sales 
varied, ranging from extensive advertising by the taxpayer to rather 
modest activity. Usually the entire holding was disposed of in a rela- 
tively short time. 

As has been pointed out, the rental housing cases involve several 
factors which render dangerous any attempt to analogize other situ- 
ations to them. One such unusual factor is that the majority of the 
housing was constructed under special priorities as part of the war 
effort. Further, many of the operators engaged in this building were 
patently not in the rental business but were merely attempting to 
follow the only occupation for which they were equipped, in the only 
way possible during the war. But these warnings have gone largely 
unheeded, and at present it appears that the most productive source 
of authorities in the rental property field is in this line of cases. 

Two early Tax Court cases indicated that it might be possible 
for the owner of rental housing constructed under wartime priori- 
ties to realize a capital gain on disposal of the property. Julia K. 
Robertson * involved an operator who had constructed 416 rental 
units, most of which were sold in 1946. The years in question, though, 
were 1944 and 1945, during which time only a minute portion of the 
total rental holdings were sold—a total of 14 units during the two 
years. The Tax Court held that at the time of the sale the units were 
held primarily for rental purposes and that the gain on the sale was, 
therefore, a capital gain. Nelson A. Farry * involved another very 
favorable fact-situation, the taxpayer having been in the rental busi- 
ness for many years. The property in question had been constructed 
in 1942 and sold in 1944 and 1945, when it appeared that the rental 
income was lower than the interest which could be obtained on a 


20 8 TCM 870 (1949). 
2113 T.C. 8 (1949). 
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purchase money mortgage. Again, capital gains treatment was per- 
mitted, the Tax Court noting with approval the fact of his prior 
record as an investor and the segregation of his accounts into sale 
and rental property. 

Those who looked to these two cases as indicating that there was a 
‘‘free ride’’ available on the disposition of the defense housing were, 
however, due for a disappointment. Beginning with Cletus H. J. 
Jollie * in 1951, the Tax Court has decided case after case adversely 
to the taxpayer and established a rather substantial burden of prece- 
dents to be overcome by the taxpayer seeking capital gains treat- 
ment on the large-scale disposal of rental housing. During these 
years the concept of ‘‘change of purpose’’ has been developed,” 
emphasizing the word ‘‘held’’ in section 1231 and distinguishing 
the word ‘‘acquired.’’ Other factors considered and emphasized in 
various cases include the activities of other entities related to the 
one seeking section 1231 treatment; ** continuity and frequency of 
sales ; > comparison between rental income and proceeds of sale; *° 
and nature of the contract under which the rentals were made.”* On 
the other hand, most of the cases have given little weight to the 
amount of selling activity ** or by whom the selling is done, the re- 





2210 TCM 985 (1951). 

23 A doctrine which apparently began in Carl Marks & Co., 12 T.C. 1196 (1949). It has 
subsequently been extensively used to benefit or harm different taxpayers. See Albert Win- 
nick, 17 T.C. 538 (1951) ; Palm Homes, Inc., 11 TCM 28 (1952) ; Lucille MceGah, 17 T.C. 
1458 (1952); Russ Prater, Inc., 11 TCM 538 (1952); Victory Housing No. 2, Ine., 18 
T.C. 466 (1952) ; Bildwell, Inc., 11 TCM 1018 (1952) ; San Jacinto Homes, 11 TCM 1089 
(1952); Frederick L. Meagher, 12 TCM 609 (1953); H. Truman Browne, 12 TCM 669 
(1953) ; Nathan D. Goldberg, 22 T.C. 533 (1954) ; Edward Pool, 15 TCM 296 (1956). 

24 The term ‘‘ other entities’’ is here used to include both concurrent activities of related 
enterprises and prior history of the particular taxpayer. This factor played a prominent 
part in the statement of facts or the opinion of many cases. See C. E. King, 9 TCM 136 
(1950) ; Albert Winnick, 17 T.C. 538 (1951) ; Lucille MeGah, 17 T.C. 1458 (1952); San 
Jacinto Homes, 11 TCM 1089 (1952); Reuben Eckstrom, 12 TCM 214 (1953); Vivian 
Smith, 14 TCM 120 (1955); F. R. McAbee, 12 TCM 633 (1953) (the Court mentioned 
the fact that the taxpayer had previously built for sale and then expressly refused to take 
cognizance of the fact that he still owned considerable rental property, on the ground that 
the rental property was of a different type). 

25 Albert Winnick, 17 T.C. 538 (1951); Lucille MeGah, 17 T.C. 1458 (1952); Russ 
Prater, Inc., 11 TCM 538 (1952) ; Nathan D. Goldberg, 22 T.C. 533 (1954). 

26 C, E. King, 9 TCM 136 (1950); Lucille MeGah, 17 T.C. 1458 (1952); San Jacinto 
Homes, 11 TCM 1089 (1952) ; Reuben Eckstrom, 12 TCM 214 (1953) ; John P. Dougherty, 
12 TCM 425 (1953) ; Frederick L. Meagher, 12 TCM 609 (1953) ; The Home Co., 12 TCM 
741 (1953) ; Nathan D. Goldberg, 22 T.C, 533 (1954). 

27 Louis Rubino, 8 TCM 1095 (1949); C. E. King, 9 TCM 136 (1950); Rollingwood 
Corp., 9 TCM 597 (1950) ; Lucille MeGah, 17 T.C, 1458 (1952); San Jacinto Homes, 11 
TCM 1089 (1952); Reuben Eckstrom, 12 TCM 214 (1953); F. R. MeAbee, 12 TCM 633 
(1953) ; Vivian Smith, 14 TCM 120 (1955). 

28 Palm Homes, Ine., 11 TCM 28 (1952) ; Lucille MeGah, 17 T.C. 1458 (1952) ; Victory 
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sults being the same whether the taxpayer is selling actively on his 
own account or through agents.” 

There have been a few Tax Court decisions favorable to the tax- 
payer, but that body has been generally unsympathetic toward the 
holders of defense housing, insisting upon application of the change- 
of-purpose test and viewing the operations with a definite predispo- 
sition toward finding that there is ordinary income involved. The 
courts of appeal have not been so uncharitable ; some appear to have 
gone quite a distance in the other direction. It is, then, to the appel- 
late level that the taxpayer must look for relief in the rental housing 
cases. Recent cases indicate that he must continue to do so in the 
rental personalty situations as well.*4 

There are two problems in the review of Tax Court and District 
Court decisions on the availability of section 1231. Basic, of course, 
is the attitude of the court towards the section and the facts which 
will be considered sufficient to warrant its application. But another 
problem has been considered of late as to which there is considerable 
conflict among the Circuits **—the scope of review of lower court 
decisions. 

The scope-of-review problem is essentially that of the weight to be 
given the determination of the lower court with respect to its finding 
on the question whether or not the property involved is ‘‘held pri- 
marily for sale to customers in the ordinary course of his trade or 
business.’’ Some Circuits have considered the finding one of fact, 
as to which the determination of the lower court is conclusive unless 
shown to be ‘‘clearly erroneous.’’ Other Circuits have regarded it in 
a somewhat different vein which, expressed in different ways at dif- 
ferent times, can be summarized as being ‘‘a mixed question of law 
and fact’’ to which the clearly-erroneous rule is not applicable. 


Housing No. 2, Inc., 18 T.C. 466 (1952); San Jacinto Homes, 11 TCM 1089 (1952); 
Frederick L. Meagher, 12 TCM 609 (1953); Sanford D. Adler, 12 TCM 804 (1953) ; 
Nathan D. Goldberg, 22 T.C. 533 (1954); Vivian Smith, 14 TCM 120 (1955); Edward 
Pool, 15 TCM 296 (1956). 

29 The selling-activity test is one of the most crucial for the owner of rental personalty 
if he wishes to dispose of the property at retail. The general attitude of the Tax Court ap- 
pears to have been that substantial selling activity weighs against the taxpayer, whereas 
the absence of such activity does not weigh in his favor. And it has long been held that 
sales through an agent have the same effect as if the taxpayer himself were making the 
sales in so far as determining whether or not the taxpayer is selling as a trade or business. 

30 Walter R. Crabtree, 20 T.C. 841 (1953) ; D. L. Phillips, 24 T.C. 435 (1955). 

31 See the discussion of the Tax Court decision in Philber Equipment Corp., pp. 355 et 
seq. infra. 

82 A conflict as to which the Circuits appear to be blissfully unaware. Compare Smith v. 
Comm’r, 232 F.2d 142 (5th Cir. 1956), with Pacific Homes, Inc. v. United States, 230 F.2d 
755 n.2 (9th Cir. 1956). 
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Finally, the Supreme Court has considered the matter to be one of 
statutory interpretation as to which the reviewing court has pecu- 
liar competence. 

In Watson v. United States * the Supreme Court, in reviewing a 
decision of the Court of Appeals for the Ninth Circuit on the prob- 
lem of gain on disposal of an orchard involving the question whether 
or not partially matured fruit was ‘‘property held primarily for 
sale to customers in the ordinary course of his trade or business,’’ 
perfunctorily dismissed the scope-of-review problem with the re- 
mark that the problem was one of statutory interpretation. It is 
submitted that this is the proper view, although it has not as yet 
been adopted by the Circuits. The classification of assets under sec- 
tion 1231 is exactly similar to the determination of ‘‘scope of em- 
ployment’’ or any of the myriad other classification problems which 
require application of a necessarily ambiguous statutory definition 
to a given set of facts. Where the facts are stipulated, as they so 
often are in cases involving section 1231, it seems clear on principle 
that the issue whether or not particular property is held primarily 
for sale is dependent upon construction of the statutory expression 
rather than upon a purported determination of fact, which amounts 
to nothing more than a statement of result. 

In two Circuits, and possibly a third, the appellate courts have 
taken over the task of determining the nature of the assets sold or 
exchanged. The Court of Appeals for the Fifth Circuit was appar- 
ently the first to recognize the problem when in Galena Oaks Corp. 
v. Scofield ** the Court indulged in a lengthy discussion of the dif- 
ferences between the various types of questions of fact which are 
reviewed. The theory advanced is somewhat confused, but it appears 
the Court held that in so far as the ‘‘ultimate fact’’ is to be de- 
termined by logical deduction from the undisputed facts, the deter- 
mination of the trier of fact is not entitled to the protection of the 
clearly-erroneous rule. This holding has been followed in later cases 
in that Circuit, one of which indicates a movement even closer to the 
position of the Supreme Court.* The Court of Appeals for the Third 
Circuit is also apparently committed to the view that determination 
of the applicability of section 1231 is to be made as a matter of law 
rather than of fact.** Finally, in the Court of Appeals for the Eighth 
Circuit there appears to be some confusion, with a leaning towards 


38 345 U.S. 544 (1953). 

34 218 F.2d 217 (5th Cir. 1954). 

85 Goldberg v. Comm’r, 223 F.2d 709 (5th Cir. 1955) ; Smith v. Comm’r, 232 F.2d 142 
(5th Cir. 1956). 

36 Curtis Co. v. Comm’r, 232 F.2d 167 (3d Cir. 1956). 
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the approach of the Court of Appeals for the Fifth Circuit.*7 On the 
other hand, the Court of Appeals for the Sixth,** Ninth,* and prob- 
ably the Tenth * Circuits have continued to employ the clearly- 
erroneous rule, under which the determination of the lower court is 
treated as one of fact, as to which it has peculiar competency. 

In the cases discussed below, it is interesting to note the connec- 
tion between the avowed scope-of-review test and the determination 
whether or not the lower court should be reversed. Those Circuits 
which have espoused the question-of-law approach are the very Cir- 
cuits which are most prone to find in favor of the taxpayer; those 
espousing the clearly-erroneous test tend to follow the lower court 
which, in the case of the Tax Court at least, has usually found ad- 
versely to the taxpayer. In all of the cases considered below, the 
determination of the Tax Court was that the proceeds of the sale of 
the housing was ordinary income. 

In the Court of Appeals for the Third Circuit the leading rental 
housing case is Curtis Co. v. Commissioner,*' in which it was held 
that the income was to be taxed as a capital gain. There it was shown 
that the sales of the rental housing were made by the taxpayer’s 
staff, with little or no advertising. The units were not repaired or 
refurbished preparatory to sale and were sold on an ‘‘as is”’ basis, 
without opportunity for inspection; in other words, the sales were 
essentially on a wholesale basis. The Court emphasized the fact that 
the Commissioner had conceded that if the sale had been made in 
bulk or through an agent, the income would have been capital gain, 
thus making the real question simply whether or not having the sales 
made by the taxpayer’s own staff was in itself enough to change 
the nature of the proceeds from capital gain to ordinary income. In 
view of the several cases which have held that the mere fact of the 
taxpayer’s having made the sales personally or through agents is 
not determinative, the result is not surprising. What is surprising is 
that the Commissioner conceded away most of his arguments in this 
fashion.** 

The Court of Appeals for the Fifth Circuit has been a most fruit- 
ful source of cases dealing with rental housing. While many ‘‘rules’’ 


37 See Greenspon v. Comm’r, 221 F.2d 947 (8th Cir. 1956). 

38 J. P. Dougherty v. Comm’r, 216 F.2d 110 (6th Cir. 1954). 

39 Pacific Homes, Inc. v. United States, 230 F.2d 755 (9th Cir. 1956). 

40 The Home Co. v. Comm’r, 212 F.2d 637 (10th Cir. 1954). 

41 232 F.2d 167 (3d Cir. 1956). 

42 This aspect of the case is of special interest in considering the Philber case, discussed 
infra, and the emphasis of the Court of Appeals for the Third Circuit on the entities in- 
volved, with complete indifference to the agency point raised by the Tax Court. 
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have been developed from these cases, it should be emphasized that 
the mere bulk is not convincing in itself, inasmuch as there is con- 
siderable independence among the Circuits on the questions in- 
volved. Probably it would be more realistic to consider the entire 
group of these cases as merely one facet of the over-all picture, rec- 
ognizing their effect outside that Circuit will depend upon the per- 
suasiveness of their logic. 

The experience of the Court of Appeals for the Fifth Cireuit with 
the housing cases appears to have begun with Delsing v. United 
States * in which, although espousing the clearly-erroneous rule, 
the Court reversed the Tax Court finding that the units were held 
primarily for sale. The Court emphasized the extensive rental oper- 
ation, including maintenance offices and rental offices, and the segre- 
gation of accounts. The fact that the taxpayer’s income from sales 
was substantially more than his rental income was not considered 
determinative, and his statement to the OPM that the houses were 
held ‘‘for sale or rent’’ was ignored. In King v. Commissioner “* 
the clearly-erroneous doctrine was applied in affirming the Tax 
Court’s finding that the houses in question were held primarily for 
sale. It had been shown that the houses were of poor construction 
and that the corporation had lost money in its rental operation; fur- 
ther emphasis was placed upon the extensive sales activity and the 
taxpayer’s history of building solely for sale. 

Galena Oaks Corp. v. Scofield * was the case in which the clearly- 
erroneous rule was rejected and was the last to affirm the Tax Court. 
It was shown that the taxpayer had a previous history of building 
for sale. A ‘‘liquidation’’ argument, which had been successful in 
some earlier cases in other courts, was ignored, despite findings that 
economic necessity made the sale the only intelligent move; that all 
of the houses sold had been rented for more than three years before 
sale; and that there had been both maintenance operations and a 
rental office. But in the same year, in Goldberg v. Commissioner, 
capital gains treatment was afforded despite a showing that the tax- 
payer had lost money each year on the rentals until they were finally 
sold at a gain of $58,000. The Tax Court held that there had been a 
change of purpose prior to selling, which changed the property from 
rental property to ‘‘property held primarily for sale.’’ The Court 
of Appeals for the Fifth Circuit, in reversing, announced the doc- 


43 186 F.2d 59 (5th Cir. 1951). 

44 189 F.2d 122 (5th Cir. 1951). 
45 218 F.2d 217 (5th Cir. 1954). 
46 223 F.2d 709 (5th Cir. 1955). 
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trine that the essential distinction was that between the activities 
of a person engaged in the business of selling houses and the person 
attempting to dispose of or liquidate a rental business. Stress was 
also laid upon the fact that none of the owners of the corporation 
involved was engaged in the sale of real estate; several cases were 
distinguished on this ground. 

This approach was continued in Smith v. Commissioner ** where 
the evidence indicated that the taxpayer had previously built for 
sale and that as soon as the project was completed had sold the max- 
imum number permissible under the priorities. When the decision 
to sell was reached, following the lifting of controls, there was fever- 
ish selling activity. According to the Tax Court, nothing in the 
record indicated that the taxpayer had ever been in the business of 
renting, but rather that the units had always been held primarily 
for sale. The Court of Appeals for the Fifth Circuit cited most of 
the cases which had been distinguished in Galena Oaks and held 
that the disposition was a liquidation. 

The Court of Appeals for the Sixth Circuit adheres to the clearly- 
erroneous rule. Both of the rental housing cases from that Court 
have affirmed the lower Court finding that the property was held 
primarily for sale. In Winnick v. Commissioner * the Tax Court was 
upheld after the case had been once remanded for additional evi- 
dence. The facts showed that the taxpayer had constructed the units 
in question under 100 per cent financing and engaged in a large num- 
ber of other selling ventures. During 1943 and 1944 he had refused 
to sell because the rental operation was so profitable, but in 1945 he 
had disposed of the units, supposedly in order to obtain capital to 
construct an apartment house. The Tax Court, on remand, noted 
that the apartment house to which the taxpayer was pointing with 
pride as evidence of his good intentions had been sold soon after it 
was constructed. The finding of ‘‘primarily held for sale’’ was af- 
firmed. 

In Dougherty v. Commissioner * affirmance of the Tax Court was 
per curiam, in an opinion which indicates that review of the Tax 
Court findings as to the nature of the gain on sale of rental property 
will be extremely limited. The evidence indicated that from the in- 
ception of the operation it was patent that the units could not be 
rented profitably and that they were sold soon after controls were 
lifted. 

41 232 F.2d 142 (5th Cir. 1956). 


48 223 F.2d 266 (6th Cir. 1955). 
49 216 F.2d 110 (6th Cir. 1954). 
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Dillon v. Commissioner © is the only case directly in point in the 
Court of Appeals for the Eighth Circuit, although Greenspon v. 
Commissioner * indicates the same general approach applied to a 
related field. In Dillon the evidence showed that the taxpayer had 
been building houses for sale prior to his venture in defense hous- 
ing. The Court looked at the question in terms of whether the activ- 
ity was one of dealing in real estate or merely attempting to liqui- 
date an investment. Deciding in favor of the taxpayer on this issue, 
the Tax Court determination that the income was ordinary was re- 
versed. In Greenspon the Court was considering the nature of the 
gain to two former shareholders in a corporation which had dis- 
tributed its assets in kind pursuant to a total liquidation. The two 
owners of the corporation formed a partnership to dispose of the 
inventory received in the liquidation, and each formed a new corpo- 
ration for the purpose of engaging in the sale of substantially the 
same type of material. Agreeing that the rental housing cases were 
in point, the Court stressed the liquidation approach and found the 
gain to be a capital gain. The fact that both taxpayers engaged in 
the same activity through another entity was disregarded. 

The Court of Appeals for the Ninth Circuit has been one of the 
‘*toughest’’ Circuits, finding that the income from the sale of rental 
housing was capital gain in only one instance in which, paradox- 
ically, the factual situation was far from convincing. In Rubino v. 
Commissioner * the facts revealed a previous history of selling and 
that the income from sales was substantially more than the income 
from renting. Affirmance of the Tax Court decision taxing the gain 
at ordinary income rates was per curiam. 

Rollingwood v. Commissioner * is the most famous of the opinions 
of the Court of Appeals for the Ninth Circuit in this field and cer- 
tainly one of the most germane to a discussion of the nature of the 
gain from the sale of rental personalty. In Rollingwood the Tax 
Court finding that the property was held primarily for sale led to a 
decision that the income from its sale was subject to ordinary income 
rates. The facts indicated that there had been continuous selling 
activity almost from the time construction was completed and that 
the taxpayer was engaged in two other large projects, for both of 
which he claimed, and was denied, capital gains treatment. On its 
facts, a simple affirmance of the Tax Court decision was amply war- 


50 213 F.2d 218 (8th Cir. 1954). 
51 229 F.2d 947 (8th Cir. 1956). 
52 186 F.2d 304 (9th Cir. 1951). 
58 190 F.2d 263 (9th Cir. 1951). 
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ranted. But rather than merely affirming, the Court of Appeals for 
the Ninth Circuit set forth two significant new doctrines, both of 
which are still of substantial importance. First, the meaning of the 
word ‘‘primarily’’ was held to be ‘‘essential’’ or ‘‘substantial,’’ the 
Court stating that this interpretation was more consonant with the 
legislative intent than the contended for definition of ‘‘principal’’ 
or ‘‘chief.’’ In other words, the Court felt that it was possible for 
property to be held primarily for sale within the meaning of the 
Code even though there was another, perhaps dominant, purpose, 
i.e., rental. A natural concomitant of this argument was the position 
that property could be held for a dual purpose. On this point the 
Court said that the houses in question were held for either rental 
or sale and the fact that both purposes were constantly in mind was 
sufficient to make the income from the sale, no matter when had, 
ordinary income. 

Following Rollingwood, McGah v. Commissioner ® can only be 
called surprising. This is the only case in which the Court of Ap- 
peals for the Ninth Circuit has reversed the Tax Court on a rental 
housing issue, and, interestingly enough, the Court sounded in this 
case as if it were leaning toward the ‘‘question of law’’ approach 
to scope of review. The fact-situation is peculiarly unconvincing. 
The Tax Court pointed out that the capital of the corporation which 
had constructed the rental units was negligible and that the rental 
activity was unprofitable from the beginning, it having been shown 
that the payments on the loans under which the units were con- 
structed were almost as great as the rentals. It is virtually impos- 
sible to reconcile, on either facts or law, the Rollingwood and McGah 
decisions, and it must be considered that McGah is sui generis in the 
Court of Appeals for the Ninth Circuit, although it might have some 
strength in other Circuits. In three subsequent cases, one of which 
involved much more persuasive facts, the decision of the Tax Court 
that the income was ordinary was upheld. 

It is difficult to generalize as to the Court of Appeals for the Tenth 
Circuit, where the cases are old and look in opposite directions. In 
The Home Co. v. Commissioner ™ the Tax Court holding of ordinary 


54 For a contemporary reaction, see Brodsky, Sale of Houses Built for Investment, or 
Whither Section 117(j)? in PROCEEDINGS OF NEW YoRK UNIVERSITY TWELFTH INSTITUTE 
ON FEDERAL TAXATION 109 (1954). 

55 210 F.2d 769 (9th Cir. 1954), reversing 17 T.C. 1458 (1952). For the original case see 
15 T.C. 69 (1950), remanded for additional findings, 193 F.2d 662 (9th Cir. 1952). 

56 Pacific Homes, Inc. v. Comm’r, 230 F.2d 755 (9th Cir. 1956) ; Homann v. Comm’r, 
230 F.2d 671 (9th Cir. 1956) ; Cohn v. Comm’r, 226 F.2d 22 (9th Cir. 1956). 

57 212 F.2d 637 (10th Cir. 1954). . 
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income was affirmed, the evidence showing that the rental operation 
was unprofitable and that the corporation was in financial difficulties 
and unable to rent the units. The decision to sell was made in 1946, 
and thereupon there was substantial selling activity. Based on this, 
the Tax Court found that the houses were held primarily for the 
purpose of sale. The Court of Appeals for the Tenth Circuit, in 
affirming, noted that a person can sell a capital asset, is entitled to 
the best price available, and can engage in selling activities to effect 
that end, but he must not become engaged in the real estate business, 
as had the taxpayer here. 

In Victory Housing No. 2, Inc. v. Commissioner ** the taxpayer 
managed to stay on the capital gains side of this line, despite the 
Tax Court’s holding to the contrary. The evidence indicated that the 
corporation still retained some rental units, and the Court of Ap- 
peals for the Tenth Circuit, in reversing, emphasized that there had 
been no change of business as opposed to a change of purpose in re- 
spect of the particular assets. 


AnatLocous Casres—AvuTOMOBILE DEALERS 


The other analogous line of cases is that dealing with the prob- 
lems of the nature of the gain to be recognized on the disposal of 
vehicles other than those retailed in the normal course of business 
by automobile dealers. There are two general types of vehicles with 
which the courts have struggled: .‘‘demonstrators’’—vehicles used 
by salesmen to assist in the selling of the stock of cars—and ‘‘com- 
pany cars’’—vehicles used in the operations of the business not di- 
rectly related to selling new cars, including executive cars, ‘‘loan- 
ers’’ or courtesy cars, pick-up and delivery vehicles, school driver 
training cars, ‘‘ Welcome Wagons,’’ and the like. 

The position of the Commissioner has become, perhaps somewhat 
reluctantly, that demonstrators give rise to ordinary income when 
sold, but that company cars are depreciable assets for which section 
1231 treatment is available. The tenuous distinction between com- 
pany cars and demonstrators appears to have arisen out of some 
imprecise language in the first Stephens Co. v. Commissioner ® 
case and subsequent cases which have refused to follow it. In the 
first Stephens case it was held that the income from the sale of var- 
ious vehicles held for about four years during the war was ordinary 
income, on the ground that the vehicles would, in the ordinary course 
of the taxpayer’s business, be sold before later models became avail- 


88 205 F.2d 371 (10th Cir. 1953). 
89 199 F.2d 665 (8th Cir. 1952), affirming 10 TCM 688. 
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able. Some of the cars in question had been given to executives to 
use, some were courtesy cars. The Court of Appeals for the Sixth 
Circuit, in affirming the Tax Court, held that the cars were held for 
two purposes: (1) for sale; and (2) for use pending sale. In the view 
of the Court the Tax Court was not compelled to find that they were 
primarily used in the trade or business. 

In Latimer-Looney,” decided in the same year, various cars owned 
by a dealer were held for just more than six months and then dis- 
posed of, having been used as executive cars, courtesy cars, and as 
part of the school driver training program. The Tax Court held the 
income from the sale of the vehicles to be taxable as a capital gain. 
Following this case, the Commissioner modified I.T. 4062, which 
had relied on the Tax Court holding in Stephens, saying that Lati- 
mer-Looney merely indicated that there were different factual situ- 
ations to consider and that the basic distinction was that between a 
‘‘demonstrator’’ and a ‘‘company car.’’ It would seem that the dis- 
tinction thus drawn is a bit glib, in view of the uses to which the dem- 
onstrators were put in the Stephens case. Just how glib is under- 
scored by the later W. R. Stephens Co. case, in which the same 
taxpayer obtained capital gains treatment on the proceeds of sale 
of the vehicles in question, on the basis of a characterization of the 
vehicles as ‘‘company cars.’’ 

In Johnson-McReynolds Chevrolet Corporation ® the Tax Court 
held that the disposal of certain vehicles assigned to executives and 
salesmen gave rise to ordinary income, on the ground that the tax- 
payer had failed to show that the vehicles were truly used in its 
business and were not held for sale to customers. Emphasis was 
placed on the purpose at time of acquisition: ‘‘We think that the 
best that can be said on this record is that for a period of approxi- 
mately a year or less the automobiles in question were temporarily 
assigned to salesmen and company officials for their use, but that 
the essential purpose for which they were originally acquired was 
never changed.’’ % 

Finally, in a very recent Tax Court decision, Duval Motor Co.,® 
the Tax Court again allowed capital gains treatment for some ve- 
hicles, although denying it as to others. The Court held that the 


60 Latimer-Looney Chevrolet, Inc., 19 T.C. 120 (1952). 

61 1951-2 Cum. BULL. 61. 

62 Stephens Co. v. Comm’r, 56-1 U.S.T.C. § 9450 (D. Minn.). 

63 27 T.C. 300 (1956). 

64 Johnson-McReynolds Chrevolet Corporation, supra note 63, at 305. 
65 28 T.C, 42 (1957). 
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vehicles assigned to executives gave rise to ordinary income when 
sold, commenting, ‘‘In short, the petitioner looked to the sale of the 
cars for the recovery of most or substantially all of its investment 
therein, and not to consumption through use of the vehicles in the 
course of its operations.’’ ® On the other hand, certain of the vehi- 
cles which were in dispute were characterized as having been ‘‘com- 
mitted to the business,’’ the Tax Court using the following very 
significant language: ‘‘It is, of course, true that petitioner’s prin- 
cipal business was the sale of automobiles . . . and when the five 
vehicles were withdrawn from use in its business petitioner utilized 
its selling machinery to dispose of them. To say that that fact alone 
would defeat the applicability of section 117(j) would in our opinion 
be unrealistic.’’ * 


Rentat Property Cases 


Turning finally to the few cases directly involving rental per- 
sonalty, it is apparent at once that the law in this area is as yet un- 
settled. While it can be safely predicted that there will be substan- 
tially more cases on this problem within the next few years as this 
growing industry feels its way toward the tax boundaries, the cases 
as yet are indecisive and indicate only that there is considerable 
doubt as to the status of property held for rental for a short period 
and then sold. 

The first case in this line was A. Benetti Novelty Co., Inc.,® in 
which the taxpayer was contesting the taxing at ordinary income 
rates of the gain on disposal of certain slot machines which he had 
been renting out. The machines were sold to the armed forces during 
World War II, all of them having been previously used in the tax- 
payer’s rental operation. The Commissioner appeared to be arguing 
the point which had already been decided adversely to him in Nelson 
A, Farry ® and Carl Marks & Co.,” that one who does some selling 
cannot have a rental business on the side. It had by then become es- 
tablished that a ‘‘dealer can also be an investor,’’ and the decision 
accordingly was for the taxpayer. 

The few cases thereafter are of little value and serve only to pre- 
pare the stage for the two most recent cases regarding rental per- 


66 Duval Motor Co., supra note 65, at 51. 
67 Ibid. 

68 13 T.C. 1072 (1949). 

69 13 T.C. 8 (1949). 

70 12 T.C, 1196 (1949). 
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sonalty.” In S.E.C. Corporation v. United States ™ the Court of 
Appeals for the Second Circuit affirmed per curiam a District Court 
decision that the gain on the sale of certain water coolers was ordi- 
nary income. In Philber Equipment Corp. v. Commissioner ™ the 
Court of Appeals for the Third Circuit reversed the Tax Court’s 
decision that the income from the sale of certain equipment held for 
rental was ordinary income. The net effect of these two cases is to 
leave the entire area in a confused condition. 

In S.E.C. the facts showed that the taxpayer was in the business 
of selling and leasing water coolers. The new coolers, when pur- 
chased, were inventoried at cost. Some were sold outright, others 
were leased, usually on a three-year lease with monthly payments, 
the leases containing an option to purchase. At the end of the lease 
period the coolers were returned to the taxpayer, who reconditioned 
them and replaced them in inventory. Depreciation was taken and 
allowed on the coolers at the rate of 20 per cent while they were out 
on rental. The coolers in question were those used coolers which 
had been sold while out on lease, the taxpayer having conceded that 
those sold directly from inventory gave rise to ordinary income. 
The District Court adopted the Rollingwood rationale of dual pur- 
pose, noting that the purpose of the taxpayer was to dispose of the 
coolers in whichever way proved most advantageous, either through 
sale or rental. The fact that only about two per cent of the total sales 
were of this type was deemed immaterial. 

In affirming per curiam, the Court of Appeals for the Second Cir- 
cuit answered none of the vital questions. The District Court indi- 
cated that it would not distinguish between coolers sold while out on 
rental and those sold out of inventory. But it would seem that the 
dichotomy between new coolers and those which had previously been 
rented should have been claimed. It is impossible to tell from the de- 
cision whether the failure to obtain capital gains treatment lay in 
the failure to observe the formalities of charging the rental coolers 
to an asset account after they were put on lease, and thus maintain- 
ing the ‘‘investor’’ illusion, or whether the cause was merely a rigid 
application of the Rollingwood tests." 


71 May A. Browning, 9 TCM 1061 (1950), following Benetti; Ruth Dawson, 51-1 
U.S.T.C. 9 9351 (N.D. Tex.) ; Paul McWilliams, 54-2 U.S.T.C. J 9514 (E.D. Ark.) (note 
that the instructions to the jury given in this case follow the Rollingwood rationale) ; 8. P. 
McCall, 13 TCM 446 (1954). 

72 140 F.Supp. 717 (S.D.N.Y. 1956), aff’d per curiam, 241 F.2d 416 (2d Cir. 1957). 

73 237 F.2d 129 (3d Cir. 1956), reversing 25 T.C. 89 (1955). 

74 Mention was also made of the fact that the coolers were on lease under contracts giv- 
ing the lessee an option to buy. A discussion of the tangled web of cases dealing with the 
lease-option problems is beyond the scope of this paper. 
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In Philber, on the other hand, the Court of Appeals for the Third 
Circuit has adopted a much more expansive view as to the applica- 
bility of section 1231. Philber Corporation had been formed for the 
purpose, as stated in its articles of incorporation, of ‘‘ buying, sell- 
ing, leasing and exchanging’’ new and used vehicles. In March of 
1951 the articles were amended to delete any reference to ‘‘ buying, 
selling and exchanging.’’ The corporation leased heavy equipment 
and trucks on an annual basis, with no option to buy and no interest 
in the property in the lessee. There was no inventory of new or used 
equipment, the corporation acquiring equipment only as needed by 
the lessees. The average number of units on lease was about 175, 
most of which were in the hands of nine large customers. During 
1951 and 1952 the market was such that it was virtually impossible 
to lease used equipment. When the equipment was acquired, it was 
anticipated that it would have to be sold at the end of the first annual 
lease period. . 

The corporation maintained no selling force or sales facilities. All 
sales of used equipment were handled through Berman Sales Co., a 
partnership doing a large-scale business selling trucks, tractors, and 
trailers. The equipment returned by lessees was consigned to Ber- 
man and sold by that company in the ordinary course of its business. 
The entire proceeds of the sale less costs were remitted to Philber 
Corporation. No commissions were deducted by Berman Sales Co., 
which received no benefit from the selling operation. 

The rental operation was not overly successful, resulting in a very 
small profit in 1951 and a net loss in 1952. The gain from the sale of 
the trucks was a substantial portion of the total income in 1951 and 
converted the 1952 loss into a gain. 

In the Tax Court it was held that the gain was ordinary income. 
Reliance was placed on the Rollingwood definition of ‘‘primarily.’’ 
The change of purpose cases were adverted to, and the Court noted 
that the controlling factor was the purpose for which the vehicles 
were held at the time of sale. It was found that there was a change 
of purpose when the vehicles were reacquired from the lessee and it 
became apparent that they could not be relet. It is not, felt the 
Court, essential that the taxpayer plan to sell no matter what hap- 
pens. It is enough that he plans to sell when it is economically intel- 
ligent to do so and arranges his affairs in that direction. ‘‘This is 
not a case where the owner merely disposed of the vehicles inci- 
dentally at the conclusion of the leases. The vehicles were substantial 
in number, and were sold profitably at retail in the ordinary course 
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of business. The sales were a significant and recurrent aspect of pe- 
titioner’s over-all business.’’ ® 

The Tax Court was not impressed by the argument that Philber 
Corporation did no selling, but rather arranged for the sales through 
Berman. In its opinion, a sale through an agent is the same as a sale 
through the principal. ‘‘ We are aware of no rule rendering inappli- 
cable to the field of Federal income taxation the maxim qui facit per 
alium facit per se.’’ In the eyes of the Tax Court a sale made through 
an agent or consignee who remitted the entire proceeds to the corpo- 
ration was, in fact, the same as a sale directly by the corporation. 

A final fact, mentioned by the Tax Court but not relied on in its 
decision, was the relationship between Berman and Philber—both 
were owned by the same individuals with capital interests in both 
firms being proportionate. Although it is rather apparent that the 
separate incorporation of Philber and the careful amendment of the 
articles were aimed at separating out a portion of the over-all activi- 
ties, the Tax Court did not mention this factor in its opinion. This 
studious avoidance of the relationship between the two enterprises 
is the more to be remarked upon in view of the owners’ apparent dis- 
regard of the ‘‘separate entities’’ in their handling of the sales 
transactions. 

On appeal to the Court of Appeals for the Third Cireuit the state- 
ment of facts was identical, except for the omission from the opinion 
of any reference to the fact that the only profitable part of the Phil- 
ber operation was the selling of the used equipment. The Court first 
established the test for determining the nature of the gain on these 
sales: ‘‘We are here concerned with a going operation which in- 
volves continuous purchase, rental and sale, and the determinative 
factor is the purpose for which the property was held at the time of 
its acquisition and during the period of its use. The final sale of the 
property can only be decisive if the taxpayer’s business was oper- 
ated with the final gains from the sale of the vehicles as a determin- 
ing business purpose.’ 

To the Court it was critically significant that no vehicles were pur- 
chased until required by a lessee. Philber Corporation had no inven- 
tory of equipment. Every vehicle owned was out on lease. (No men- 
tion was made of the fact that affiliation with Berman Sales Co. 
made such an arrangement possible.) As to the fact of continuous 
selling activity, the Court felt that while frequency and continuity 
of sales were factors to be considered, they were not conclusive. 


75 Philber Equipment Corp., 25 T.C. 88, 93 (1955). 
76 Philber Equipment Corp. v. Comm’r, 237 F.2d 129, 131 (3d Cir. 1956). 
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While the taxpayer’s business necessitated a substantial selling ac- 
tivity, ‘‘they were not part of a business of selling trucks,’’ but 
rather the natural conclusion of a vehicle rental business cycle. 

Obviously, noted the Court, the rental period depends upon ex- 
ternal conditions, i.e., how easy it is to get new equipment. Just as 
obviously, the used equipment would have to be sold when it could 
no longer be leased. But ‘‘such disposition, even though a necessary 
and frequent element of taxpayer’s business, cannot be considered 
inconsistent with the conduct of a rental business, or make the sale 
factor a dominating business purpose of the taxpayer.’’ ™ Finally, 
the Court concluded that the primary purpose of the taxpayer’s 
operation is that of vehicle rental. Rollingwood was distinguished 
on its facts, and then it appears that the Court also disapproved of 
the rationale of the case, although the opinion is not entirely clear on 
this point. Certainly the phrase ‘‘judicial nullification’’ does not 
connote enthusiastic acceptance. 

Looking to the fact that the sales were made through Berman 
rather than through the facilities of Philber, the Court said that the 
circumstance that Philber did not through its own facilities conduct 
the selling operation is another factor supporting the conclusion 
that its primary business purpose was vehicle rental. Then the Tax 
Court is criticized for ‘‘ignoring the realities’’ in holding that sale 
through Berman amounted to Philber’s conducting the selling oper- 
ation for itself. ‘‘Both were legitimate business enterprises and 
there is no suggestion in the evidence of lack of business purpose in 
the activities or relationships of the two entities. Taxpayer’s rental 
business was a practical concomitant to its ownership in the Berman 
selling enterprise. ...’’ 

Viewing the appellate decision from a disinterested standpoint, it 
might be said that ‘‘ Methinks he doth protest too much.’’ The cas- 
tigation of the Tax Court for ‘‘ignoring the realities’’ (which the 
taxpayers themselves had ignored) seems unwarranted in view of 
the fact that the Tax Court assiduously avoided any inference that 
the relationship between the two enterprises raised a doubt in its 
mind. Rather, the basis of the Tax Court’s opinion was that sale 
through the Berman Sales Co. was a sale through an agent and that 
the activities of the agent were those of the principal. The Tax 
Court’s rationale would have been applicable to disposal by any 
sales organization. The Court of Appeals became so concerned in its 
defense of the business entities that it overlooked the agency point. 


77 Id. at 132. 
78 Ibid. 
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Philber represents the first major case involving Revenue Ruling 
54-229. Although the Commissioner was defeated in his attempt 
to impose ordinary income rates on the gains in this instance, it is 
felt that the case does not dispose of the problem, for several rea- 
sons. Revenue Ruling 54-229 is a modification of Revenue Ruling 
108.® In this latter ruling the Commissioner took the position that a 
taxpayer who customarily bought vehicles at wholesale or on a fleet 
discount and after leasing them for periods substantially less than 
their useful life sold them, either at wholesale or retail, was in the 
business of selling as well as of renting. The ruling was based on 
Rollingwood and the first W. R. Stephens case. 

This position was modified by Revenue Ruling 54-229 in which a 
series of tests was established for determining the nature of the 
gain on disposal of rental vehicles (and, it would be assumed, any 
rental property, vehicular rentals being merely the most widely 
noted form of equipment leasing). It was said in this later ruling 
that section 1231 treatment would not be denied where the taxpayer 
was not engaged in both the selling and rental business. It was ex- 
plained that it was obvious that any renter of vehicles must some- 
how dispose of the vehicles and that it was not the intention of the 
Commissioner to deny the legitimate rental operation the benefits 
of section 117(j) of the 1939 Code. The purpose of Revenue Ruling 
108 was explained as being to eliminate the practice of purchasing 
equipment at substantially less than retail, renting it for a short 
period of time, and then selling it for a substantial profit which 
would include both the depreciation allowed and the dealer’s profit 
margin. The test was then said to be one whether the disposal was 
through regular selling operations or wholesalers, the disposal 
through wholesale channels not contemplating the dealer’s profit 
margin. Three basic requirements were established for the applica- 
bility of section 1231: (1) the taxpayer must be engaged in the busi- 
ness of renting to others; (2) the taxpayer must sell the used ve- 
hicles at wholesale to dealers or jobbers; and (3) the taxpayer must 
not maintain facilities for the retail sale of vehicles, such as show- 
rooms, used car lots, and sales forces. 

In Philber the Tax Court noted the applicability of Revenue Rul- 
ing 54-229, but expressly declined to pass on its correctness, prefer- 
ring to base its decision on general principles. The Court of Appeals 
for the Third Circuit did not even mention it. It should be noted that 
the appellate decision does not invalidate the Ruling, inasmuch as 


79 1954-1 Cum. Buu. 124. 
80 1953-1 Cum. BULL. 185. 
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the decision turned on the fact of the separation of the renting and 
selling activities. Of course, if all that is necessary to circumvent the 
Ruling is the incorporation of a separate company to handle the 
rental activity, the Ruling cannot be said to have much vitality. 

To sum up, as can be seen from the cases involving the disposal of 
rental personalty, section 1231 problems have as yet not been satis- 
factorily resolved. The problem goes deeper than the rather trite 
dismissals of the differences in result as being based upon the fact 
that the result is in each case a ‘‘question of fact.’’ Results as con- 
tradictory as those reached in some of the cases can only be ex- 
plained on the basis that there are different interpretations of the 
statute. 

To the owner of personalty being leased to others, who is willing 
to accept small favors, Revenue Ruling 54-229 provides a guide for 
conduct. Even though there is purchasing at wholesale prices and 
substantial numbers of pieces of equipment being disposed of, it is 
possible to realize at capital gains rates whatever differences there 
may be between the depreciated basis and the wholesale market 
value. Disposal can be accomplished through normal wholesale 
channels, including the auction marts, or, presumably, through sale 
at the wholesale market value to an affiliate, with the affiliate recog- 
nizing as ordinary income the difference between wholesale market 
and retail value. 

For the more adventuresome taxpayer, there remains the chal- 
lenge of determining whether Revenue Ruling 54-229 can be upheld 
by the Commissioner. Philber has already been decided favorably to 
the taxpayer, although, as mentioned, the case is not conclusive. Cer- 
tainly the Philber arrangement would seem to be of limited value, 
for it might well be attacked under section 482, with the result being 
the same as if there had been an actual separation of the renting and 
selling functions. 

The basic question which remains, then, is whether the individual 
taxpayer who maintains his own selling facilities can claim capital 
gains treatment on the entire amount received (over basis) follow- 
ing disposal of rental equipment. It is suggested that he will not be 
able to do so, on the basis of the rental housing cases and general 
principles which, since Corn Products,** have become equally as im- 
portant as the literal language of the Code. 

At first glance it would seem that the demonstrator-company car 
line of cases would be dispositive of the problems of the owner of 
rental personalty. In both instances the dealer has obtained equip- 


81 Corn Products Refining Co. v. Comm’r, 350 U.S. 46 (1955). 
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ment at a discount, which he uses for a short time and then disposes 
of through his own selling organization. There are, however, signifi- 
cant differences which should lead to different results in the two 
types of cases. In the company car situations the dealer takes vehi- 
cles which would normally be sold immediately and devotes them 
to use in his business in the same way as any other businessman 
might use them. There is a self-limiting aspect to the operation, for 
there can only be a certain number of vehicles so used in any given 
period, and that number would necessarily be a small fraction of the 
total number of vehicles available for sale. 

In the rental situation, on the other hand, the entire operation can 
be built around the dual function of the vehicles—renting for a short 
period of time and then selling. There is no limitation upon the oper- 
ation’s potential for creating capital gains as there is in the case of 
the company car. Further, the rental vehicle presents a situation in 
which the equipment may truly be said to be held for a dual purpose: 
producing revenue through rental for a period of time and realizing 
a substantial amount on disposal. Only when the individual vehicle 
is disposed of will it be possible to tell whether or not a gross profit 
has been realized. 

It is suggested, in other words, that the typical rental equipment 
can be distinguished from assets used in the trade or business in the 
more conventional seuse, on the ground that assets employed for 
rental use, where they are sold after a short period of such use, are 
actually held not merely for rental, but rather their income-produc- 
ing potential measured in terms of the combined receipts which can 
be obtained from the combination of the rental activity and the 
amount to be realized on disposal. Both of these factors are crucial 
in establishing the profitability of the operation, as the amounts 
realized on resale will normally represent a substantial part of the 
total receipts from the asset.*? On the other hand, the company car 
(and the same could be true of a company typewriter or any other 
such equipment) represents an integral part of another revenue- 
producing operation to which the contribution is only incidental, in 
the same way that the building in which the operation is conducted 


82 Note that the tests avowedly applied by the Court of Appeals for the Third Cireuit in 
Philber follow this rationale, the Court having said, ‘‘The final sale of the property can 
only be decisive if the taxpayer’s business was operated with the final gains from the sale 
of the vehicles as a determining business purpose.’’ Philber Equipment Corp. v. Comm’r, 
237 F.2d 129, 131 (3d Cir. 1956), reversing 25 T.C. 89 (1956). But there was no mention in 
the opinion of the importance, or lack thereof, of these profits. From the facts brought out 
in the Tax Court opinion, it would seem that there was certainly considerable importance 
attaching to the ultimate gain. : 
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contributes. The fact that the company car is sold at retail, at a price 
which comprehends the dealer’s profit, is coincidental to the fact 
that it is essential to the operation to have some vehicles around. 

If the company car cases are distinguished on this basis, there re- 
main the rental housing cases. As has been indicated above, not only 
do these cases reach different results because of different fact situ- 
ations, but the law which is applied in the various Circuits must be 
recognized as varying from Circuit to Circuit. Further, there are 
certain features of the rental housing cases which are peculiarly 
inapplicable to other operations. There are, however, some general 
principles which should be recognized, and which do have relevance 
to the present inquiry. 

First, it should be recognized that the mere fact that a rental oper- 
ator also owns a sales outlet should not be determinative. As even 
the earliest of the cases on the general problem pointed out, ‘‘a 
dealer can also be an investor.’’ Just so a dealer can be a rental 
operator. The distinction which must be made, on which the nature 
of the gain on the disposal of the rental equipment should be deter- 
mined, should emphasize the nature of the rental operation without 
consideration of other operations conducted by the same taxpayer, 
save to the extent that they may indicate whether or not the rental 
operation is bona fide.** 

The Tax Court appears definitely unfavorable to the taxpayer. To 
the extent that that body has adopted the Rollingwood rationale of 
dual purpose, as illustrated by the Philber decision in the Tax Court, 
the income from the disposal of rental equipment is very likely to be 
found to be ordinary income. The same would be true of any of the 
Circuits which have adopted the Rollingwood approach. 

In the Court of Appeals for the Second Circuit S.E.C. Corpora- 
tion weighs against the taxpayer, both from the standpoint of scope 
of review and the language of the District Court opinion which was 
affirmed per curiam. The case may, perhaps, be distinguished on the 
basis of the emphasis upon the taxpayer’s willingness either to sell 
or rent and the apparently poor segregation in the accounts. 

In the Court of Appeals for the Third Circuit Philber is a power- 
ful precedent for the taxpayer, although attention should be directed 
to the statement that it is ‘‘critically significant that the taxpayer 
never purchased a vehicle until a leasing arrangement had been 
made. ... As earlier stated, taxpayer carried no inventory or stock 

83 It is interesting to note that of the cases investigated, in all of which the Tax Court 


had found that the gain was ordinary income, the fact which most consistently indicated 
the result in the appellate court was that of ‘‘ other entities,’’ as defined in note 24 supra. 
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of equipment.’’ ** Further, it is to be questioned whether the naiveté 
of the Court as to the entities involved could be maintained in the 
face of an attack upon this facet of the operation. 

As to the Court of Appeals for the Fifth Circuit, one can only 
speculate. The rental housing cases run the gamut, with later cases 
indicating a favorable attitude toward the taxpayer, which is un- 
fortunately based on a ‘‘liquidation’’ theory. In an earlier case deal- 
ing with breeder cattle, which presents a strongly analogous situa- 
tion, it was held that the gain from disposal of culls from the breeder 
herd resulted in a capital gain, despite the Commissioner’s argu- 
ment that it was obvious from the time of acquisition that the ani- 
mals were eventually to be sold and that the only difference between 
cattle bought and immediately resold and those retained in the 
breeder herd was one of timing.** Whether this case can be applied 
successfully to rental personalty remains to be seen. Of special in- 
terest is the dissent in Vivian Smith, relying on Corn Products, 
which may indicate a shift in that Cireuit. 

The Court of Appeals for the Sixth Circuit appears unfavorable, 
especially in view of its continued reliance on the clearly-erroneous 
rule. It is of note, though, that in Winnick * one of the facts on 
which a finding was requested in the decision remanding to the Tax 
Court was the purpose for which the proceeds of the sale were used. 
It might be contended that use of the proceeds of sale of the property 
for the reacquisition of additional capital assets renders the gain 
on such a sale a capital gain. 

The position of the Court of Appeals for the Eighth Circuit is 
questionable. In both Dillon and Greenspon®* the taxpayer suc- 
ceeded on a liquidation argument, which would be inapplicable to 
the rental operation. 

The Court of Appeals for the Ninth Circuit because of Rolling- 
wood may prove to be one of the most difficult for the taxpayer. 

In the Court of Appeals for the Tenth Circuit, Victory Housing * 
suggests the possibility of obtaining favorable treatment, in its 
stress on change of business as opposed to change of purpose for 
which the particular asset was held. On the other hand, the mention 
in that decision of capital gains treatment for a contraction or liqui- 
dation does not seem applicable to the operation contemplated. 


84 Supra note 82, at 132. 

85 United States v. Bennett, 186 F.2d 407 (5th Cir. 1951). 
86 See note 47 supra. 

87 See note 48 supra. 

88 See notes 50 and 51 supra. 

89 See note 58 supra. 
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In general, it can be said that the language of most of the rental 
housing cases is either inapplicable or unfavorable. On the other 
hand, the attitude of many of the Circuits is more encouraging. It 
would probably be reasonable to assume that those Circuits which 
have been most prone to find that the sale of rental housing gives 
rise to a capital gain will be the Circuits most favorably disposed 
toward the owner of rental personalty. As has been suggested in the 
comments herein on scope of review, there is a strong correlation 
between the holding on this point and the eventual decision as to the 
nature of the gain on disposal. Attention might profitably be given 
to this aspect of the problem in those Circuits which have not as yet 
passed on the matter or in which the rental housing cases have been 
adverse. 


ConcLusIon 


The owner of rental personalty finds himself in a unique tax situa- 
tion. Because of the extremely short useful lives which the assets he 
rents have, he is subject to intensive investigation of depreciation 
rates and the possible deprivation of section 1231 treatment of the 
gain on disposal of these assets. At the same time, the manner in 
which his operations are conducted is such as to make possible, or 
apparently possible, the conversion of substantial amounts of ordi- 
nary income into capital gains through manipulation of the depre- 
ciation provisions. It has been suggested herein that there is con- 
siderable risk involved in such manipulation. The risks involved are 
greater than the mere loss of a claimed deduction, for just as every 
action breeds reaction, so it is entirely possible that the cures which 
may be attempted to prevent such manipulation may not only elim- 
inate the excesses, but also work to the detriment of the taxpayer 
who seeks no ‘‘loophole’’ but only a rational scheme of taxation. 

Thus, if depreciation practices are attempted which involve ob- 
vious over-depreciation to a point far below any reasonable estimate 
of salvage value, there is a strong possibility that the Commissioner 
may contend for and receive judicial approval of salvage value esti- 
mates based on the hindsight test, which include elements of appre- 
ciation. 

Similarly, if the taxpayer attempts to realize not only the whole- 
sale price on disposal, but also to convert the dealer’s profit into 
capital gain, he may be subject to attack on two grounds. First, if 
there is sufficient experience of such practice, the salvage value limi- 
tation on the individual’s depreciation deductions may be raised so 
as to include this element of expected realization. Second, an attack 
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may be made under either Revenue Ruling 54-229 or under the ‘‘in- 
tent of Congress’’ and general principles. In view of the Corn Prod- 
ucts decision, it cannot be said that such an attack would be hopeless. 
It is perhaps appropriate to consider the language in that opinion: *° 

... the capital-asset provision of § 117 must not be so broadly applied as to 
defeat rather than further the purpose of Congress. ... Congress intended 
that profits and losses arising from the everyday operation of a business be 
considered as ordinary income or loss rather than capital gain or loss. The 
preferential treatment provided by § 117 applies to transactions in property 
which are not the normal source of business income. .. . 


Under this language, it is entirely possible that a court could hold 
that all of the gain on disposal of rental personalty, where the opera- 
tion is such that it contemplates continuous, frequent, selling activ- 
ity and the proceeds of these sales constitute a significant portion of 
the gross receipts of the business, is to be taxed as ordinary income. 
In view of the more liberal provisions of Revenue Ruling 54-229, 
which make available limited capital gains treatment to owners of 
leased equipment, it would seem that the taxpayer who places him- 
self in the position of putting squarely before a court the question 
of section 1231 treatment for the entire rental industry is doing the 
industry no favor. 

For the taxpayer who would chance such litigation, there are cer- 
tain steps which can be taken to present as favorable a factual situa- 
tion as possible. Primary, of course, is meticulous segregation of the 
rental and sale property, both in the accounts and physically. In 
this regard the Philber device of separate incorporation is highly 
desirable. Additionally, a special selling format, emphasing the fact 
that the property had been used on rental, might be desirable as a 
means of distinguishing it from the other property held for sale. 
S.E.C. underscores the necessity for such segregation in the original 
offering to the public. 

But no amount of arranging of facts can eliminate the volume of 
selling or avoid the fact that the sales price represents a substantial 
part of the total receipts from the individual productive asset. It is 
upon this factor that the decision must ultimately turn. 


90 Corn Products Refining Co. v. Comm’r, 350 U.S. 46, 50 (1955). 
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Notes 


Considerations in Applying the Rule of Williams Versus McGowan. 
When Aaron Williams purchased his deceased partner’s interest in their 
hardware store, composed as it was of cash, receivables, fixtures, and an in- 
ventory, any gain by the widow was capital gain.! Williams continued to 
operate the business as a sole proprietorship for about two weeks and then 
sold the going concern, suffering a loss on his original partnership interest 
and making a gain on the purchased interest. He reported the two items as 
ordinary income, which the Commissioner challenged. The District Court 
treated the facts as if Williams had sold a partnership interest—a capital 
asset—which presented the sole issue to the Court of Appeals for the Second 
Circuit. Judge Learned Hand refused to treat the whole business as a single 
piece of property, holding that the sale of a going concern ? must ‘‘be com- 
minuted into its fragments, and these are to be separately matched against 
the definition in [§§ 1221 and 1231]....’’? A different result had earlier been 
reached by the Board of Tax Appeals in a case where the owner of an exclu- 
sive representative contract sold his right to royalties, his office files, records, 
and good will to a successor of his principal. There the ‘‘going agency busi- 
ness’’ was treated as a single capital asset.* 

After the Williams case, the Supreme Court had before it a similar problem 
in Watson v. Commissioner.® The question was whether the seller of an orange 
grove with fruit on the trees had to break the sale into parts, treating the 
land and trees as capital assets and the fruit as giving rise to ordinary in- 
come. The Court held that the seller had to do so, saying ‘‘the Commissioner’s 
treatment of the proceeds of sales of unmatured crops as ordinary income 
... is consistent with the policy evidenced in Williams v. McGowan... .’’® 


1 The tax nature of a partnership interest was formerly the subject of sharp controversy. 
See, for example, Helvering v. Smith, 90 F.2d 590 (2d Cir. 1937) ; Stilgenbauer v. United 
States, 115 F.2d 283 (9th Cir. 1940) ; Swiren v. Comm’r, 183 F.2d 656 (7th Cir. 1950), 
cert. denied, 340 U.S. 912; Hatch’s Estate v. Comm’r, 198 F.2d 26 (9th Cir. 1952) ; Tun- 
nell vy. United States, 148 F.Supp. 689 (D.Del. 1957). It was settled by I.R.C. §§ 741, 751 
(1954). Miller, Capital Gains Taxation of the Fruit of Personal Effort, 64 Yaue L.J. 1, 33 
ff. (1955) ; Egger, Sale of Partnership Interest and Death or Retirement of Partner in Pro- 
CEEDINGS OF NEW YoRK UNIVERSITY FIFTEENTH ANNUAL INSTITUTE ON FEDERAL Tax- 
ATION 115 (1957). 

2**Going concern’’ is a solvent business being conducted toward the ends for which it 
was organized. 

8 Williams v. McGowan, 152 F.2d 570, 572 (2d Cir. 1945), reversing 58 F.Supp. 692 
(W.D.N.Y. 1945). Judge Frank dissented in part, on the ground that the parties had in 
their agreement treated the sale as of a business, not separate assets, and held that for the 
Court to treat the sale otherwise ‘‘ is to do violence to the realities. ’’ 

4 Elliott B. Smoak, 43 B.T.A. 907 (1941). 

5345 U.S. 544 (1953), affirming 197 F.2d 56 (9th Cir. 1952), affirming 15 T.C. 800 
(1950). : 

6 Watson v. Comm’r, supra note 5, at 551. Congress overruled Watson by the enactment 

369 











370 TAX LAW REVIEW [Vol. 13: 


While the Watson case is no longer law, the rule of Williams still stands: 
where a mixed bag of assets constituting a going concern is sold by an indi- 
vidual proprietor, the proceeds must be allocated among the assets to deter- 
mine the nature of any gains or losses. The buyer must also allocate his cost 
among the various assets purchased.* 

An attempt will be made here to perceive some guides from the cases in 
this particular area and to discuss some of the problems which have arisen 
rather frequently.§ 


I 


The required allocation should, if the parties are well advised, be the sub- 
ject of negotiation. It is apparent that the interests of the parties are not 
congruent. The components of the usual going concern will include capital 
assets, ordinary assets, and section 1231 assets. Good will is the most common 
capital asset (though trademarks, tradenames, and permanent franchises ° 
are frequently present), and the seller ordinarily prefers to obtain a high 
price, while the purchaser would rather pay less for this non-depreciable 1 
asset, since he can realize thereon only by a resale. On the other hand, the 
seller would be interested in a low price for his inventory and accounts receiv- 
able, which give rise to ordinary gain, while the buyer would prefer to pay a 
higher price for these items upon which he can recover in the short run. A 
covenant not to compete presents a somewhat more complicated conflict of 
interests, having to do not so much with the price as with the circumstances 
of its creation ; 14 taken by itself, though, a receipt for a covenant gives rise 
to ordinary income.’” Finally, section 1231 assets (except land) may or may 
not give rise to a conflict. Certain it is that the seller will always want a high 
price, but since these assets are depreciable, it is not easy to assess in the ab- 
stract the interest of the buyer. Land also presents a conflict.1* Assumed here 
are a seller and a buyer who have a tax reason to be concerned about the allo- 
cation. This will not, however, be the case in every instance.* 

Preliminary to allocation is the question of valuation, a question upon 
which reasonable men can and will differ more often than not. The problem 
of valuation in general is beyond the scope of this paper, but we are concerned 
to see what the courts require in the instant situation. Since the defender of 
a challenged allocation has the burden of proof, the first rule is realism. 


of section 1231(4) (1954), as to land and crops sold together. Revenue Act of 1951, 65 
Srar. 500. 

7 C. D. Johnson Lumber Corp., 12 T.C. 348 (1949). 

8 Kelley, How to Buy or Sell a Sole Proprietorship, P-H Tax IpEas { 7021. 

® Rainier Brewing Co., 7 T.C. 162 (1946), aff’d, 165 F.2d 217 (9th Cir. 1948). 

10 Reg. Sec. 1.167 (a)-3 (1956). 

11 See discussion pp. 378 et seq. infra, 

12 Salvage v. Comm’r, 76 F.2d 112 (2d Cir. 1935) ; Beals’ Estate v. Comm’r, 82 F.2d 268 
(2d Cir. 1936) (giving of covenant not sale of property). 

13 Patents (I.R.C. § 1235 (1954) ), and limited franchises (I.R.C, § 1241 (1954) ) present 
special cases, 

14 See note 31 infra. 
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But the rule is not very helpful while negotiations are taking place. Realism 
is a question dependent upon the circumstances. 

We shall see how the courts have treated allocations contained in the 
agreement of sale, but it is useful to begin with cases where there was no such 
contractual allocation. These are cases in which the parties have not satis- 
factorily created evidence indicating that they have resolved their conflicts 
of interest by negotiation. 

Unfortunately, it was not necessary for the Court of Appeals for the Sec- 
ond Circuit to set any standards of allocation in Williams, and on remand 
the District Court had only to decide the nature of the loss suffered by Wil- 
liams. Since it was decided that the loss arose from ordinary assets, that 
ended the matter.1° In Watson the Commissioner had allocated $122,500 of 
the $197,000 total price to ordinary income. This was reached on two bases: 
(1) the price the crop eventually was sold for by the buyer ($126,000) less 
an arbitrary amount, probably for the time lapse between Watson’s sale and 
the harvesting and sale; and (2) an estimate of how much the crop would 
bring under the then current O.P.A. ceiling prices. The Commissioner had 
the use of hindsight, for there had been the subsequent resale. Nonetheless, 
the Tax Court rejected this allocation ** which, in essence, was based on the 
fair market value of the ordinary income-producing asset: ‘‘ From a consider- 
ation of all the evidence’’ a value of $40,000 was arrived at. The evidence 
consisted of the Commissioner’s allocation and conflicting testimony of 
opinion-giving witnesses, presumably experts. Of course, Watson’s witnesses 
gave low, and the Commissioner’s high, estimates. The Court struck an arbi- 
trary and unexplained balance. 

In another instance a Revenue Ruling was made on the treatment of busi- 
ness records in the sale of an agency. It stated, ‘‘The selling price must be 
allocated among all the assets sold according to the ratio of the value of each 
individual asset to the sum total of the values of all the assets sold.’’ 17 The 
repeated word ‘‘value’’ is not very helpful in the face of a possible variety 
of values. However, the Ruling cited C. D. Johnson Lumber Corp.,'* which 
presented the question of basis allocation after a corporate reorganization. 
There an allocation based on the relative proportions of the fair market values 
of the assets, ignoring foreclosure bids and contract prices during reorganiza- 
tion, was upheld. On the other hand, in a case where one partner had bought 
out the other and later sold some of the purchased assets, the Commissioner 
allocated the cost of goods sold to the various assets on the ratio of cost to 
book values.!® In this particular case the use of book value was probably satis- 


15 Williams v. McGowan, 70 F.Supp. 31 (W.D.N.Y. 1947). 

16 Ernest A. Watson, 15 T.C. 800 (1950). See Thomas J. McCoy, 15 T.C. 828 (1950), 
rev’d, 192 F.2d 486 (10th Cir. 1951). 

17 Rev. Rul. 79, 1955-1 Cum. Buu. 370. See discussion pp. 377-378 infra for a recent 
(and dubious) application of the principles of this Ruling. 

18 12 T.C, 348 (1949). 

19 Nathan Blum, 5 T.C. 702 (1945). 
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factory since merchandise was involved, but book value is usually not neces- 
sarily a reflection of true value. 

Indeed, nothing else appearing, where there is a sale of a going concern 
with a sizable inventory, it is safe to assume that a valuation of the inven- 
tory which does not reasonably reflect its cost or market value will be chal- 
lenged. In Cohen v. Kelm *° this point was made in reverse. The taxpayer 
sold his proprietorship for $112,000 and attempted to claim a substantial 
proportion of the gain as capital on the sale of good will. There was no men- 
tion of the asset in the contract, nor was there any allocation therein. The 
Commissioner allowed $12,000 as capital gain from the sale of the good will 
and trade or business property; the balance of the gain he attributed to 
ordinary income on the sale of the inventory. 

The District Court held the evaluation of good will arbitrary and unrea- 
sonable because there was no attempt made to establish the ‘‘reasonable’’ 
value of the merchandise. It was agreed that the fixtures were almost wholly 
depreciated and that the inventory had cost $76,000. The Court found it 
unreasonable that any purchaser would pay substantially more than cost 
for the inventory of a general dry goods store, and since cost was stipulated 
to be equal to the fair market value, the inventory cost was subtracted from 
the sale price for the business, and the remainder allocated to good will. The 
Court noted that there was no evidence of the purchaser’s allocation and no 
other evidence of any agreed allocation between the parties.”? 

Further, the Court assumed that there was a prima facie substantial value 
for the good will in view of the nature of the business, its established position, 
earnings, and market area. The Court recognized here that the parties, had 
they made their own allocation, would in the circumstances have assigned a 
value to the inventory very close to its fair market value. As noted, the 
issue came up in a reverse way. Had the parties themselves made an alloca- 
tion, the Commissioner might well have examined it closely, beginning, as the 
Court did, with the inventory, and challenged a serious variance from the 
fair market value if the asserted allocation appeared unrealistic and pro- 
duced a tax saving. 

Fair market value, particularly of ordinary income-producing assets, is 
liable to be the standard then where the contract contains no allocation. This 
conclusion is not surprising. And while the statement furnishes no ready 
reference guide for allocation, the standard is one which should always be 
looked to. On the other hand, it does not necessarily prevent the parties them- 
selves from arriving at an allocation based on something other than fair mar- 
ket value. Cohen inferentially admits this conclusion, because the Court 
specifically notes that it is deciding the allocation in the absence of evidence 
created by the parties. It may happen that the parties have no satisfactory 
evidence to support their burden of proof, while the Commissioner may have 
the aid of hindsight. For instance, as in Watson, the buyer may quickly resell 





20 Cohen v. Kelm, 119 F.Supp. 376 (D.Minn. 1954). 
21 Note that the O.P.A. ceilings had a bearing on the Court’s determination of value. 
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all or part of the acquired assets. And this indicates strongly the importance 
to seller and buyer of a proper allocation. 

In L. M. Graves ** the taxpayer had bought all the assets of a textile knit- 
ting company and resold them piecemeal at a gain. There had been no allo- 
cation in the original agreement. In making an allocation, the Commissioner 
assuined that cost should first be allocated to cash and its equivalent dollar- 
for-dollar (allowing a discount for receivables) and the balance upon the 
relative values of the assets at acquisition, using ‘‘the prices at which the 
various assets were actually sold [by the purchaser] in determining their 
value.’’ The Tax Court approved this method ‘‘in the absence of more satis- 
factory evidence of value.’’ 

In the Revenue Ruling quoted above ** the use of the word ‘‘value’’ prob- 
ably prevailed over ‘‘fair market value’’ to avoid the necessity of suggesting 
how the fair market value of business records can be ascertained, but it is 
clear that fair market value was intended. It would be unwise, though, to 
accept too readily the mandatory tone of the Ruling. While Williams rejected 
the idea that the proprietorship is a tax or legal entity, it is true that the sale 
is unitary and there cannot reasonably be an absolute limitation on what the 
parties themselves may do in valuing the segments of the unit. 

In one case *4 the taxpayer, a corporation, had sold all of its assets at the 
same time at a gain of $250,000 without allocation in the contract. The Com- 
missioner asserted that gain on each asset should bear the same proportion to 
total gain as the book value of each bore to the book value of the whole. Thus 
73 per cent was allocated to inventory and 27 per cent to capital assets. The 
Tax Court upheld this determination, even though there was no evidence that 
book value reflected market value. Taxpayer offered evidence that buyer and 
seller understood that the inventory was being sold at approximate book 
value and the other assets at a premium. This evidence consisted of testimony 
of the parties and an exposition of the circumstances of the transaction. The 
failure of the Commissioner’s proof to show a relation between book and 
market values and the taxpayer’s evidence were held sufficient to show the 
arbitrary nature of the Commissioner’s formula, and the case was remanded 
for redetermination of the tax. 

At this point the position of the seller or buyer in a transaction where the 
parties have failed to set forth an allocation in their agreement may be out- 
lined. First, we know that the burden will ultimately be on the taxpayer to 
sustain a favorable allocation.2°5 The taxpayer can be fairly sure that fair 
market value will enter the picture somewhere, even if the Commissioner 
should begin with an allocation based on book value. Also, the valuation of 
inventory and other ordinary income-producing assets ** will be the main 


2211 TCM 467 (1952). 

23 See note 17 supra. 

24 Bryant Heater Co. v. Comm’r, 231 F.2d 938 (6th Cir. 1956), remanding 13 TCM 
1059 (1954). 

25 Cohan v. Comm’r, 39 F.2d 540 (2d Cir. 1930). " 

26 Like a covenant not to compete. See discussion pp. 378 et seq. infra. 
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point of a challenge. Finally, the parties can best provide for their own pro- 
tection by making sure that in the event of a challenge the evidence they re- 
quire will be available. This last means, at the very least, that the contract or 
agreement should contain the allocation intended by the parties, which also 
means that it should be the subject of actual negotiation between them. 


Il 


As stated, the ordinary income-producing assets will receive primary 
scrutiny in any allocation, and this is true whether or not the allocation is 
made by the parties. The fact that the parties have agreed on an allocation 
is not necessarily insurance that it will be accepted. Most cases which make 
this clear involve the covenant not to compete. However, discussion of these 
will be deferred for the present. 

There have been two recent cases dealing with the situation where the allo- 
cation involves assets eligible for capital gains treatment and inventory. In 
the first 27 the taxpayer owned and operated a winery in California which 
had a substantial wine inventory. At the time, O.P.A. ceilings on bulk dry 
wine were 28¢ per gallon for red and 33¢ for white, which was less than cost. 
There was no ceiling on wine sold with a winery. Therefore bottlers were 
willing to buy wineries just to obtain the inventories. Particelli sold his 
winery and inventory for $350,000, the contract allocating $273,000 to the 
winery and $77,000 to the wine, which represented 275,000 gallons at the 
28¢ ceiling price. The contract prices were entered on the purchaser’s books, 
but other evidence showed that he considered the wine as having been paid 
for at $1 to $1.12 per gallon. In fact, he later advertised the winery for sale 
at $60,000 and sold it for $20,000 within a few months after purchase. 

According to the Tax Court finding, $275,000 had been received for the 
wine and $75,000 for the winery. The Commissioner had asserted allocations 
of $302,500 and $47,500, respectively—his estimates of fair market value. 
Particelli maintained that the transaction was conducted at arm’s length, 
which the Commissioner could not disregard. The Commissioner contended 
that the transaction was in substance a sale for $350,000, without any agree- 
ment on allocation, in which event fair market value controlled. The issue 
was whether form or substance controls.** Judge Hill, for the Tax Court, 
stated that it does not, citing Commissioner v. Court Holding Co.,?® and that 
what was presented was simply a fact question. The evidence did not show 
that there had been any agreement in fact on the separate items, but rather 
that the buyer desired only that the total price permit a profit to be made on 
the resale of the wine. Particelli had drawn the contract; in short, it did not 
reflect a conflict of interest in the circumstances. And the circumstances were 
unfavorable to Particelli. In the first place, the purchaser had been allowed a 


27 Particelli v. Comm’r, 212 F.2d 498 (9th Cir. 1954), affirming 11 TCM 150 (1952). 

28 Semmel and Stern, Tax Effect of Form in the Acquisition of Assets, 63 YALE L.J. 765, 
774 (1954). 

29 324 U.S. 331 (1945). 
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credit of $1,000 for 1,000 gallons withdrawn from the stock by the seller after 
the contract. Tax stamps on the deed showed a value of $100,000. Evidence 
offered showed the fair market value to be less even than that figure. Parti- 
celli’s argument that the ceiling prices established fair market value was in- 
validated, because there was no ceiling price in the situation. The contract 
therefore could serve no O.P.A. purpose, only a tax purpose. Finally, 
although the Court purported to give it no weight, the opinion mentioned 
that Particelli had probably made other sales of wine over the ceiling prices. 
Thus the contract did not reflect the realities, and the Commissioner was 
upheld in making an allocation which began with the fair market value of 
the inventory. 

While pointing out that the escrow and accounting characteristics of the 
sale practically created two transactions, the Court of Appeals for the Ninth 
Circuit upheld the Tax Court, saying ‘‘.. . the means employed [to avoid or 
minimize taxes] must not be mere subterfuge or sham.’’ *° There was no 
‘*bona fide agreement as to the real sales price.’’ The contract was drawn in 
the light of Particelli’s awareness of tax consequences and the buyer’s in- 
difference to anything but the total price and ‘‘bears no resemblance to the 
realities of the transaction.’’ It should be noted that the Court said the pur- 
chaser was indifferent because he could not predict the tax consequences of a 
given transaction under a graduated tax. This argument is unconvincing, for 
it would apply as well to any purchase of a mixed group of assets, including 
an inventory. 

What the Court probably meant was that in the peculiar circumstances of 
the case the allocation was a matter of relative indifference to the purchaser, 
because he was far more interested in making a net profit on the whole deal 
after acquiring a hard-to-get supply of wine than he was in the possible tax 
consequences. It is the unusual case where there is such a large imbalance be- 
tween the two interests—profit and taxes— as to permit the well advised pur- 
chaser to ignore the tax consequences. 

Nevertheless, in other circumstances it might well happen that the pur- 
chaser would be indifferent to the tax consequences. Suppose the sale were to 
a non-profit organization or a charity.*! If the purchaser need not concern 
itself with the tax consequences of a transaction, then the allocation could 
hardly be said to result from bona fide arm’s-length negotiations. Any desire 
to inflate valuations in such a case should be modified by the clear warning in 
Particelli.8? Also, it must be kept in mind that intention to liquidate a busi- 


80 Particelli v. Comm’r, 212 F.2d 498, 500 (9th Cir. 1954). 

31 See I.R.C. § 501 (1954). 

82‘*Contract allocations are not binding on the Commissioner. A totally unrealistic 
apportionment stands very little chance of being upheld, especially if the safeguards of 
bargaining give-and-take were absent. Nonetheless, the idea of inflating the value of cer- 
tain kinds of assets is appealing. The only risk is the six per cent interest on a subsequently 
assessed deficiency. Moreover, the provisions of the contract, the vagaries of tax enforce- 
ment and the possibilities of compromise make the buyer’s gamble worthwhile.’’ Semmel 
and Stern, supra note 28, at 775. One may readily accept the first half of this statement, 
but the balance does not constitute wise tax advice, unless one accepts the premise that 
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ness does not eliminate the ‘‘going concern’’ character of the transaction,** 
nor does the intention of the buyer to buy for reasons other than acquiring 
such a concern. 

In a case very similar factually to Particelli, the seller was more success- 
full.34 The background was the same. A wine producer sold his winery and 
stock to a bottler. It was evident from the negotiations that the buyer had 
offered to pay above the ceiling price but that the seller had refused. Agree- 
ment that the sale of the wine would be at ceiling prices ($130,000) and the 
winery would be sold for $170,000 was reached. However, the ‘‘ Memorandum 
of Contract’’ mentioned no allocation. The Commissioner allocated a fair 
market value of $228,000 to the wine. 

Judge Opper upheld the taxpayer, holding that the agreement of the par- 
ties was controlling, even though not written in the contract, if that agree- 
ment could be determined. Particelli was distinguished on several grounds: 
lack of evidence in Zerillo’s case that the agreement was not the true trans- 
action, that the buyer had a different estimate of the respective values, or 
that the winery was worth less than $170,000. 

None of these evidential factors especially convinces that there is any great 
distinction between the cases, in view of the basic rationale of Particelli that 
there was no real conflict of interests between the parties in the circumstances. 
The underlying circumstances in the two cases were identical. As was pointed 
out earlier, the lack of conflict is in fact relative. Judge Opper felt differently. 
‘‘Petitioner’s advantage in attributing a low price to the wine was presum- 
ably compensated by the disadvantage to the buyer in not giving himself a 
higher cost of goods sold. Nevertheless, the negotiations with respect to allo- 
cation were the result of arm’s-length and persistent declarations by petition- 
er’s representative that this part of the transaction would be insisted 
upon.’’ * It is submitted that as a general rule the idea is worthy of being 
raised to a presumption, but in the particular case before the Court the pre- 
sumption was weak. 

Be that as it may, Judge Opper’s point of view is clear: if the parties have 
agreed, then the burden of coming forward with the evidence to rebut the 
presumptive propriety of the allocation is upon the Government. Thus the 
principle of Particelli and Zerillo is the same: the allocation must be the re- 
sult of arm’s-length negotiation between parties whose interests are in con- 
flict. In other cases the Commissioner will be sustained in an allocation on the 
basis of the fair market value of the assets, beginning with those involving the 
ordinary income-producing ones.*® 


optimism about ‘‘ getting away with it’’ is one of the tools of the trade. On the other 
hand, the rarity of decided cases on the Williams problem may bear out the optimism. 

33 Grace Bros., Inc., 10 T.C. 158 (1948), aff’d, 173 F.2d 170 (9th Cir. 1949). 

34 Lorenzo Zerillo, 15 TCM 947 (1956). 

35 Id. at 953. 

36 Where a wine producer sold his supply of wine and at the same time gave a lease of 
the winery to the purchaser, the producer was denied any allocation to capital assets. It 
was held he had not sold a going concern. Grace Bros., Inc., note 33 supra; cf. D. S. Leick, 
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There is a strong possibility, however, that the principles of the cases may 
become more difficult to apply where other unusual factors play upon con- 
tract allocations. A recent Revenue Ruling *7 has touched incidentally on 
such a situation. Advice was sought whether a certain transaction was eligible 
for application of the installment sales provision of section 453(b). Taxpayer 
sold his resort business, which included a liquor license, for $500x with a 
$140x down-payment. The local liquor commission regulations required a 
down-payment of 40 per cent on the sale of a liquor business, and the parties 
agreed to allocate $460x to the resort and $40x to the liquor business, $16x of 
the down-payment being allocated to the latter. It appears that this allocation 
was arbitrary and was intended only to satisfy the local requirement. Citing 
a previous Revenue Ruling,** the new Ruling reiterated the requirement that 
‘*the selling price must be allocated among all the assets sold according to the 
respective values thereof’’ and said : *® 


In the case of an installment sale, allocation of the down payment ordi- 
narily presents no problem, since it usually represents a fixed percentage of 
the selling price of all the assets included in the sale. However, the conditions 
of a particular case may require a separate allocation of the down payment. 
Thus in the instant case the state regulations, applicable to the sale of a liquor 
license and related assets, require a minimum down payment of 40 per cent 
of the selling price. Since a sale of a going business must be ‘‘comminuted 
into its fragments’’ for Federal income tax purposes, the allocation of the 
down payment should conform to the local requirements to which the sale 
was subject. (See Aaron F. Williams v. McGowan, 152 Fed. 2d 570.) 


Since $16x was greater than 30 per cent of the price allocated to the liquor 
business, that sale was ineligible for installment treatment. 

Concerning the problem posed in this note, the quoted language is dicta, 
but in the face of the authorities cited it is strikingly careless. In the first 
place, it is rather doubtful whether the Williams allocation requirement is 
applicable or reasonable under section 453(b); that point is not relevant 
for our purposes. The important thing is the subsumed amendment of the 
rules of Particelli and Zerillo. Suppose, as is likely, that the allocation on sale 
of the resort was based only on the need to comply with the regulation and 
not on any negotiation stemming from a conflict of interests between the 
parties. If the parties’ agreement is binding for the purposes of section 453 


7 TCM 18 (1948), where partners in a gas transportation business transferred partner- 
ship assets to a newly-organized controlled corporation and assigned 50 per cent of the 
shares to a refinery corporation for cash and gasoline supplies. Petitioners contended that 
$72,000 was paid for tangible assets and $88,000 for intangibles (gas outlets, good will, 
ete.) and that the entire gain was from intangible capital assets. The Commissioner’s 
assertion that the difference between the par value of the stock assigned to the refinery 
and the book value of the tangible assets transferred to the corporation was ordinary in- 
come was sustained. The Court said that no allocation need be made because the contract 
with the refinery specifically excluded all but the ordinary income-producing tangible 
assets, 

37 Rey. Rul. 434, 1957 Ly. Rev. Buu. No. 39, at 15. 

38 Rey. Rul. 55-79, 1955-1 Cum. Buu. 370. See note 17 supra. 

39 Rev. Rul. 434, supra note 37, at 16. 
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(b), then according to the tenor of the Revenue Ruling, it should be binding 
for other tax purposes. There is no guaranty that the allocation will reflect 
fair market value any more than it does a conflict of interests. Yet the sale 
of the liquor business presumably included a substantial, ordinary income- 
producing inventory. When the taxpayer makes his allocation of the kind 
occurring in Williams, he will start with the initial allocation of $40x to the 
liquor business and divide that sum again into capital assets, section 1231 
assets, and inventory. The Commissioner in making a challenge would prefer, 
it is probable, to be controlled by the principles of Particelli and Zerillo than 
by the logic of the Revenue Ruling. It must be noted that the local regulation 
which the Revenue Ruling considered controlling is hardly more relevant to 
the tax facts than was the O.P.A. regulation rejected by Commissioner and 
Court in Particelli. To accept largely irrelevant administrative, non-tax regu- 
lations as effective in a tax matter of this sort seems unwise, if not unwork- 
able. 


III 


Up to this point we have been concerned with allocation problems bear- 
ing directly on the taxation of the proceeds of the sale where trade or busi- 
ness property and inventory alone were involved. Inferentially, at least, we 
have noted that the allocation is important as well to the purchaser whose 
eventual tax bill will depend on the allocation. The problem presents itself 
again in the sale of an established going concern where the valuation of good 
will #° and the treatment of a covenant not to compete are involved. Good 
will is present in most instances where a going concern is sold to a purchaser 
who expects to continue the business {and sometimes perhaps where there is 
no such intent *!) and is a non-depreciable capital asset.*? Where the business 
is such that the main asset entitled to capital gains treatment is good will, 
it is important that the seller obtain an allocation to good will in the agree- 
ment.*% 

A covenant not to compete gives rise to ordinary income ** where it is not 
a component part of good will.*° If it is severable from good will, it is amorti- 


40 See Cohen v. Kelm, supra note 20. See also Erwin D. Friedlander, 26 T.C. 1005 (1956). 

41 Fraser v. Nauts, 8 F.2d 106 (N.D. Ohio 1925). Here the taxpayer sold his lumber 
business for $525,000. The purchaser, an automobile manufacturer, was interested only 
in obtaining the lumber and the warehouse space, but the seller had a basis of $102,000 in 
good will. In the contract $250,000 was allocated to the lumber and $100,000 to the good 
will. The Commissioner allocated the whole sum to the lumber. It was held that the tax- 
payer had the right to fix values, high or low, ‘‘as an inducement to obtain a market for 
his less salable good will.’’ This holding to the effect that the taxpayer may adjust the 
figures to indicate that the purchaser bought something which the facts show he had no 
intention of purchasing, is of extremely doubtful authority. 

42 Reg. Sec. 1.167(a)-3 (1956) ; A. Rhett duPont, 19 T.C. 377 (1952) ; Rainier Brewing 
Co., 7 T.C. 162 (1946), aff’d, 165 F.2d 217 (9th Cir. 1948). 

48 Green v. Allen, 67 F.Supp. 1004 (M.D. Ga. 1946). 

44 See note 12 supra. 

45 Toledo Newspaper Co., 2 T.C. 794 (1943); Aaron Michaels, 12 T.C. 17 (1949); 
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zable.*® Thus, the element of good will may give rise to a conflict of interests. 
Furthermore, it has been held that the sale of a business carries with it an 
implied covenant not to compete,*’ and failure to cover it expressly in the 
contract may result in amortization being denied. 

In a recent case, Radio Medford, Inc. v. United States,“* the taxpayer pur- 
chased a radio station for $290,000, the contract containing a covenant not to 
compete and allocating $166,000 to physical assets and $124,000 to ‘‘all other 
assets.’’ Taxpayer in his 1951 return allocated $82,667 to the covenant and 
claimed $6,200 as amortization. The latter item was disallowed. While recog- 
nizing that the contract is not necessarily binding as to the allocation, the 
Court viewed the evidence as showing that there had been ‘‘no mutual good 
faith, intentional treatment or dealing [with] the seller’s covenant not to 
compete as a severable item of discernible value. . . .’’ 4” The evidence indi- 
cated that the seller did not want to make any allocation to the covenant, for 
tax reasons and because, being a woman advanced in years, she intended to 
retire. Following the approach of the Wilson case, considered next, and look- 
ing to ‘‘all the surrounding circumstances,’’ the Court held that the pur- 
chaser was not entitled to amortize the covenant. 

Wilson Athletic Goods Manufacturing Co., Inc. had for years purchased 
part of its supply of athletic shoes from Wisconsin Shoe Co., a partnership. 
In 1947 Wilson bought the company for $300,000; the physical assets and 
leasehold were appraised at $157,000. The contract contained no allocation 
to the covenant not to compete, which Wilson had insisted upon. Purchaser’s 
accountant allocated $133,000 to the covenant and $10,000 to good will. 
Although it was clear that Wilson had purchased the company solely to sup- 
ply itself with shoes to be sold under its own brand name, the Commissioner 
disallowed amortization, treating the covenant as ancillary to good will. This 
determination was upheld in the Tax Court,5° which was unable to find in 
the evidence that the parties had dealt with it separately, even though the 
evidence did show Wilson’s insistence upon having the covenant and its 
reasons therefor; that the good will of the company could have little value 
to Wilson in the circumstances; and that the possibility of the seller’s re- 
entering the business and depriving Wilson of a trained labor force was an 
important consideration. 

The Court of Appeals for the Seventh Circuit reversed.®*! Pointing out that 


Toledo Blade Co., 11 T.C. 1079 (1949), aff’d per curiam, 180 F.2d 357 (6th Cir. 1950), 
cert. denied, 340 U.S. 811 (1950). 

46 Ibid. To be amortized the covenant must be severable, of substantial value, and there 
must be no reciprocal covenant. Frank L. Newburger, Jr., 13 T.C. 232 (1949). 

47D. K. MacDonald, 3 T.C. 720 (1944). The issue was decided on the basis of the law 
of the state where the sale was made. 

48 150 F.Supp. 641 (D. Ore. 1957). 

49 Radio Medford, Inc. v. United States, supra note 48, at 643. See also notes 50 and 51 
infra. 

50 Wilson Athletic Goods Manufacturing Co., Inc., 13 TCM 913 (1954). 

51 Wilson Athletic Mfg. Co. v. Comm’r, 222 F.2d 355 (7th Cir. 1955). See Note, Tax 
Treatment of Covenant Not to Compete, 8 Stan. L. REv. 485 (1956). 
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the testimony of Wilson’s president was uncontroverted and showed that the 
covenant ‘‘was the important element of the entire transaction,’’ Judge 
Lindley held, ‘‘. . . in tax matters we are not bound by the strict terms of 
the agreement ; we must examine the circumstances to determine the actual- 
ities and may sustain or disregard the effect of a written provision or of an 
omission, if to do so best serves the purposes of the tax statute. . .. The inci- 
dence of taxation depends upon the substance of the transaction. . . . It is 
immaterial whether the contract did or did not define a specified amount as 
the value of the covenant.’’ 5? Where ‘‘realistically and actually’’ the cove- 
nant has a value apart from good will, the Court held it may be amortized. 

Whether the presence of a contractual allocation is ‘‘immaterial’’ is at 
least debatable, as will be seen presently. Nonetheless the last two cases repeat 
the theme of all the cases presented, 2.¢e., that the courts’ treatment of alloca- 
tion issues is not a matter of applying legal rules but evidential, with the bur- 
den of proof on the taxpayer. And since the interests of buyer and seller are 
never identical, the development of the evidence can give rise to difficult nego- 
tiations. Wilson is a good example. The case involved a taxpayer who sought to 
amortize an asset. Suppose that the sellers had treated their whole gain as 
capital, which is likely, even if they had not been selling out their partner- 
ship interests but disposing of an individual proprietorship. The holding in 
Wilson is incompatible with such treatment, but whatever Wilson’s evi- 
dence, the sellers would argue that they had no intent to sell capital assets 
at appraised values and take ordinary gain on their profit. 

There is a pitfall here for the unwary. One situation has given rise to a 
challenge to both sides of a transaction. The owners of all the stock of a news- 
paper sold their stock pursuant to a written contract. The purchaser, Hoiles, 
agreed to pay a total of $200 for each share but insisted on a clause allocating 
$50 of that amount to a covenant not to compete, explaining that the contract 
allocation would help him tax-wise by permitting amortization of part of the 
purchase price. Hoiles completed the purchase and hired the only seller who 
was at all likely to compete.5* Amortization of the covenant amount was 
allowed the purchaser,‘ and the seller had to pay ordinary rates on the $50 
per share.©> Here the surrounding circumstances of the contract were not 
looked into very deeply, the Court saying in effect that the sellers had agreed 
to the allocation and could not be heard to say that they had overlooked the 
tax consequences. 

In another instance three brothers agreed to sell their stock in a linen sup- 
ply business for a certain sum and to execute seven-year covenants for a 


52 Wilson Athletic Goods Mfg. Co. v. Comm’r, supra note 51, at 357. 

53 One of the principal shareholders was a trust whose legal capacity to compete was 
doubtful. 

54 Gazette Tel. v. Comm’r, 209 F.2d 526 (10th Cir. 1954), affirming 19 T.C. 692 (1953). 

55 Hamlin’s Trust v. Comm’r, 209 F.2d 761 (10th Cir. 1954), affirming 19 T.C. 718 
(1953). The Tax Court Judge who heard the evidence dissented, stating that the cireum- 
stances indicated that the stock and the covenant had been sold together for a lump sum 
of $200. 
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$350,000 consideration to be divided in proportion to stockholdings. Capital 
gains treatment of the latter sum was denied by the Commissioner and the 
Tax Court.5® The evidence was clear that the covenants had been bargained 
for separately at arm’s length and could not, according to the Court, have 
been implied from the sale of stock alone, because the customer lists and good 
will were corporation property. Taxpayers had not successfully shown that 
the consideration for the covenants was other than what the contract indi- 
cated. 

It would be a mistake to accept the decisions as holding that the contract 
allocation is a binding one in all events, for the courts hold that it is not. A 
similar case is illustrative.5? Hoiles bought another newspaper, but the origi- 
nal contract contained no allocation to the covenant. Immediately after its 
execution, Hoiles requested that a substitute contract be signed containing 
an allocation. One of the sellers agreed and signed such a substitute contract 
together with a ‘‘side agreement’’ that the allocation would be eliminated 
if it resulted in an ordinary tax rate to the sellers. The substitute contract was 
not properly executed. The Tax Court allowed the seller capital gains treat- 
ment on the whole gain. ‘‘ The only contract which did accurately reflect their 
understanding is the first one. ... The covenant not to compete was never 
actually dealt with as a separate item in the business transaction, never bar- 
gained for, never evaluated.’’ 5S Furthermore, said the Court, even if the 
second contract had been properly executed, it would not have affected the 
tax result.5® , 


CoNcLUSION 


In Hamlin’s Trust the Court found that the contract did ‘‘accurately re- 
flect’’ the agreement, and the sellers were hoist by their failure to act to pro- 
tect their interests because of their ignorance. The parties’ preferences where 
treatment of a covenant is involved are as definite as in the earlier cases hav- 
ing to do with inventories and capital assets, although the emphasis is dif- 
ferent. In the earlier cases there was an underlying question of valuation in a 
required allocation. In the case of a covenant the basic issue between parties 
is whether there should be any allocation at all. The situation is not one where 
the direction of the Williams case applies. To allocate or not is optional, but 
the tax result determines that the buyer would rather have an allocation to 
the covenant and the seller would rather not. How the issue is decided is a 
matter of bargaining between the parties. If it is agreed to make an allocation, 
then the question of valuation arises. There is no reason to believe that the 


56 Richard Ullman, 29 T.C. No. 18 (1957). 

57 George H. Payne, 22 T.C. 526 (1954). 

58 Id. at 531. 

59 Unfortunately the ‘‘side agreement’’ was not in issue. Although it represents a cer- 
tain crude cleverness in tax planning, its very existence would very likely be self-destructive 
if the Court were looking for circumstances indicating a separate treatment of the cove- 
nant. 
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valuation of the ordinary income-producing covenant raises problems essen- 
tially different from those of the inventory cases. The parties have to deter- 
mine whether to make an allocation, and they must value the covenant real- 
istically and be prepared to support their valuation. 


—GeEorGE M. Josreru * 


60 See cases cited notes 42-46 supra. 
* Assistant Professor of Law at Ohio Northern University. 
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The World Tax Series and Taxation 
in the United Kingdom* 


JOHN C. CHOMMIE 


Effective communication has long been recognized as the key to under- 
standing in the world community. In the international commerce sector much 
progress has been made to bridge the gaps arising from differences in lan- 
gauge, as well as differences in social, economic, and political structures. Yet 
even in this sector severe barriers to effective communication remain. Not the 
least important of these is the lack of knowledge concerning the tax systems of 
the world. Such knowledge as does exist with regard to foreign tax systems is 
in large measure a matter of private province. With few exceptions, the 
American with interest in a foreign tax problem does not have readily avail- 
able the necessary treatises and other tax materials, much less some method 
of providing a reasonable measure of currency. 

Harvard Law School’s World Taz Series is designed to fulfill the long felt 
need for basic information of the tax systems of most of the major nations of 
the world. It is the purpose of this paper to survey the institutional aspects of 
the World Tax Series project and to review its first progeny, Taxation in the 
United Kingdom. 


JoHN C, CHOMMIE is Associate Professor of Law at the University of Miami Law School 
and Research Associate in Law at Harvard Law School for 1957-1958. 

* [After we asked Professor Chommie to review Taxation in the United Kingdom he was 
appointed Research Associate at Harvard Law School for 1957-1958 and assigned to the 
World Tax Series as editor of the forthcoming volume on Taxation in Colombia. Accord- 
ingly, we asked Professor Chommie to expand his review and to attempt the somewhat 
delicate task of describing the World Tax Series project itself while engaged on the 
project.—Ed. ] 

1 HARVARD LAW ScHOOL INTERNATIONAL PROGRAM IN TAXATION. WorLD Tax SERIES: 
TAXATION IN THE UNITED KtnepoM. (Prepared by Walter W. Brudno and Frank Bower). 
Boston: Little, Brown & Company, 1957. Pp. xxxiii, 534. $15.00. 
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I. Orietns, FuNDING, AND COVERAGE OF THE PROJECT 


A. ORIGINS 

The remote origins of the World Tax Series idea can be found in the early 
recognition by the League of Nations of the need for organized fiscal informa- 
tion and in the League’s initial efforts to collect such material in the 1920’s 
and 1930’s. This was carried forward in 1946 in a resolution of the Economic 
and Social Council of the United Nations establishing a Fiscal Commission in 
the Secretariat. One of the functions of the Fiscal Commission was to act as 
adviser to the Council in the field of public finance. In 1947, also by resolu- 
tion, the Economie and Social Council charged the Fiscal Commission with 
the responsibility of building up a body of fiscal information.” Prior and 
essential to this letter resolution was the preparation by the Secretariat of 
two documents dealing with the need for information on international fiscal 
matters.’ 

Pursuant to the resolution of 1947, the United Nations Secretariat pre- 
pared a number of studies. These studies, however, have been limited largely 
to the problems of taxing foreign nationals, assets, and transactions * and 
do not reach the stature of a systematic coverage of national tax systems on a 
country-by-country basis. The cooperation of universities in United Nations 
fiscal projects 5 was endorsed by the Economic and Social Council in 1949. 
It was hoped that by this action the Fiscal Commission of the Secretariat 
would be able to bring to fruition more quickly the desired coverage on a 
country-by-country basis. 

The next step was a draft resolution prepared by the Fiscal Commission for 
presentation to the Economic and Social Council calling for publication of a 
world tax service and seeking the possible cooperation of universities in such 
a venture.® This draft, of course, was simply a restatement and an up-dating 
of the policy position taken by the Economic and Social Council in its earlier 
resolutions outlined above. 

In August, 1951, the draft resolution was adopted by the Economic and 
Social Council.* Pursuant to this resolution the United Nations Secretariat 
and Harvard Law School worked out the plans and basic outline for what is 
now the World Tax Series. This relationship has been a continuing one. The 


2 U.N. Economic and Social Council Res. No. 67(v) (24 July 1947). 

3 U.N. Doc. No. E/CN.8/6 (1947) ; U.N. Doe. No. E/CN.8/11 (1947). 

4U.N. Doc. No. E/CN.8/W.19 (1948) ; U.N. Doc. No, E/CN.8/46 (1949) ; U.N. Doe. 
No. E/CN.8/68 (1952); U.N. Doc. No. E/CN.8/59 (1951); U.N. Doe. No. E/ON.8/55 
(1951) ; U.N. Doe. No. E/CN.8/66 (1952). 

5 U.N. Economic and Social Council Res. No. 226 (IX) (22 July 1949). 

6 Draft Res. H of the Fiscal Commission (31 May 1951) E/1993. 

7 U.N. Economie and Social Council, Res. No. 378 (XIII) G (10 Aug. 1951). The text 
is set out in Harvard Law Scuoot IPT, op. cit. supra note 1, at IX. 
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role of Harvard University from the United Nations’ viewpoint has been 
noted in a variety of official United Nations’ documents.® 

The following year Harvard Law School established a foreign tax pro- 
gram, setting up its International Program in Taxation within the develop- 
ing program in International Legal Studies.® The World Tax Series was then 
established as one of the major research projects of the International Pro- 
gram in Taxation.’ By the ‘‘summer of 1953, Karl Luchmann [of the U.N. 
Secretariat] prepared a report recommending methods whereby a series of 
tax reports might be completed.’’ +4 But the matter of funding remained. 


B. Funpine 


The International Program in Taxation, now part of the broader program 
of International Legal Studies, had been set up with the aid of a substantial 
grant from the Ford Foundation.’* These restricted funds were not available 
for such a bold venture as the publication of thirty or more volumes of highly 
technical tax material, nor could aid be expected from general law school 
funds. Outside assistance seemed to be the only answer. Encouraged by a 
number of tax executives of American corporations doing business abroad,'* 
who were able to convince their corporate managements of the usefulness of 


8 See, e.g., U.N. Doe. No. E/1993, Draft Resolution of the Fiscal Commission (31 May 
1951) ; Annual Report of the Secretary-General, 1 July 1950-30 June 1951; Developments 
in the Economie and Social Fields; U.N. Doce. No. A/1844, Fiscal Problems 93, 94 (August 
1951) ; U.N. Doe. No. E/2429, Report of the Fiscal Commission (8 May 1953). 

9 The International Legal Studies program ‘‘is carried forward not as a separate or 
highly specialized department or branch but as an organic part of the normal course of 
teaching and research at the Harvard Law School.’’?’ HarvarpD LAw ScHOOL, PRoGRAMS 
ror STUDENTS AND LAWYERS FRoM ABROAD (1957-1958) 12. For a description of the 
program’s objectives, see id. at 12-14. 

10 ‘The International Program in Taxation, which is part of the broad program of 
International Legal Studies, comprises a program of special training in problems of tax- 
ation and fiscal administration designed for lawyers and public officials from other coun- 
tries. It also embraces a significant and expanding research component, to which some 
reference has already been made. It involves a collaborative arrangement between the 
United Nations, more particularly the Fiscal and Financial Branch of the Bureau of Eco- 
nomic Affairs of the United Nations Secretariat, and Harvard Law School. The Interna- 
tional Cooperation Administration of the United States Government also participates. 
The special training program begins in September and ends in June. The program is 
designed primarily for tax officials and other fiscal officers from abroad; but, in appro- 
priate cases, individuals who have qualified as graduate students or special graduate stu- 
dents in the Harvard Law School, or as graduate students or special students in other 
parts of Harvard University, may also be abie to arrange to participate in the Interna- 
tional Program in Taxation.’’ See HarvarD Law ScuHoot., op. cit. supra note 9, at 14. 

11 See Barnes, The World Tax Series, 6 Harv. L. ScHoot But. No. 1, 10 (Feb. 1955). 

12 The initial grant was in the amount of $200,000. 

13 See Barnes, supra note 11. 
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such information, the necessary initial financial support was found in the 
form of corporate contributions.'t These initial contributions, aggregating 
approximately $175,000, made possible the projection of a three-year pro- 
gram of publication. However, experience has since indicated that this was a 
somewhat optimistic estimate of time needed for completion of the work for 
the reports are three or four times as long as originally contemplated. 


C. CovERAGE 


Tied in a measure to the funding of the Series, was the necessary policy de- 
cision as to coverage. ‘‘On the basis of replies to a questionnaire circulated to 
the sponsoring corporations and to the Advisory Board,’’ 1° it was decided to 
publish individual reports on thirty or more countries. The following have 
been tentatively selected: Argentina, Australia, Belgium, Brazil, Canada, 
Chile, Colombia, Cuba, Egypt, France, Germany, India, Indonesia, Israel, 
Italy, Japan, Mexico, Netherlands, Pakistan, Panama, Peru, Philippines, 
Spain, Sweden, Switzerland, Turkey, Union of South Africa, United King- 
dom, United States, and Venezuela. 

Based upon recommendations of the Advisory Board, an order of priority 
of publication has been established. For this purpose the countries have been 
divided into five groups, each consisting of two Latin-American, two Euro- 
pean, and two other, countries. In the first priority group are the three re- 
ports that have been published in 1957 on United Kingdom, Brazil, and 
Mexico, plus the three reports, now in manuscript form, on Australia, Co- 
lombia, and Sweden. It is anticipated that the latter three will be published 
in 1958 and the reports on West Germany and India will appear in 1959. 


II. Mopus OPERANDI OF THE PROGRAM : PLANNING AND MANPOWER 


William S. Barnes, Assistant Dean of Harvard Law School, has been the 
Director of the World Tax Series project since its inception. Mr. Barnes, to- 
gether with Professor Stanley 8S. Surrey, Director of the International Pro- 
gram in Taxation, Professor Milton Katz, Director of International Legal 
Studies, an Advisory Board of tax practitioners,!® and the United Nations 
Secretariat, has been responsible for the direction of the publishing program. 
This policy-making group has been faced with the problems of organizing the 
work and recruiting the essential personnel. These problems, though interre- 
lated, will be considered separately. 


14 A list of the contributors is contained on the last page of the report for each country. 

15 See Barnes, supra note 11. 

16 Members of the Advisory Board have participated in the checking of preliminary 
drafts, the process of which is discussed infra. 
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A. ESTABLISHMENT OF THE WoRK PROGRAM 


The task of setting up the work of research group in law is a larger problem 
than the mere execution of a well thought-out plan. In a very large measure, 
experience must be acquired before effective group results can be achieved. 
In the case of the World Tax Series, it has often been necessary for tax 
scholars, accustomed to working alone, to develop new patterns of thought 
and to learn to submerge individual notions and conceptions, however well- 
founded, into group patterns. In addition, techniques designed to accomplish 
this have to be devised and experience acquired in working within the frame- 
work of such techniques. 

The techniques devised by the World Tax Series in order to develop an in- 
stitutional product will be examined under the headings of common objective ; 
master outline ; and uniform terminology. 

1. Common Objective. The announced objectives of all the reports in the 
Series are ‘‘(1) to describe each tax system in its own legal and adminis- 
trative terms, and (2) to present each system so it can be compared, point by 
point, with others.’’ 17 An appraisal of the extent to which these goals have 
been reached with regard to the reports on the United Kingdom and Brazil is 
deferred to the discussion below on the utility and implications of the pro- 
gram and its publications. 

2. Master Outline. Such broad, common objectives as stated above, how- 
ever, hardly insure an institutional product, since they require implementa- 
tion and interpretation by human beings. This much was apparent from the 
beginning. To insure the desired uniformity, a broad outline was prepared 
for guidance in preparation of the basic drafts, but the difficulty of working 
under a general outline was a matter that could be learned only by experience 
after much energy had been expended in the preparation of several manu- 
seripts.18 

Late in 1954 it was discovered that achievement of the broad goals required 
the provision of more detailed guidance to the editorial group. Accordingly, 
during the first three months of the following year, special attention was 
devoted to preparing a master outline. Aided in this task by an editor re- 
leased for the work from Prentice-Hall, Inc. and by a member of the United 
Nations staff, the editorial group at Cambridge, in collaboration with the Ad- 
visory Board, prepared a highly specific master outline. This outline was to 
serve as a basis for the revision of existing manuscripts and the preparation 
of future reports. 

It is worth noting at this point, however, that the master guide, itself an 
organic product, permits the preparation of a report on any tax system with- 


17 See HARVARD Law ScHoot IPT, op. cit. supra note 1, at xiii. 
18 Brazil and Colombia. 
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out the sacrifice of the needed degree of flexibility required by the peculiari- 
ties of that system. The guide assumes no more than a relative similarity be- 
tween tax systems and acknowledges that fruitful comparisons will require 
more study than a simple check of the same chapter and section in the dif- 
ferent reports. This flexibility is needed if meaningful descriptions are to be 
presented of both mature and immature systems, reflecting both advanced 
and undeveloped economies. 

The master guide divides each report into three parts. The first four chap- 
ters comprising Part I are intended to describe ‘‘a country’s tax system as a 
practicing tax expert in that country would describe it to a foreigner un- 
familiar with the system.’’ }® This objective is achieved by devoting Chapter 
1 to background material describing the country’s geography, population, 
history, political organization, legal institutions, economic and fiscal data, 
and tax administration. The subsequent three chapters contain a concise de- 
scription of the taxes levied on income (Chapter 2), capital (Chapter 3), and 
transactions (Chapter 4). 

Considerable difficulty was encountered in classifying the taxes on capital 
and transactions, and of necessity a number of arbitrary decisions were re- 
quired. For example, the taxes on death transfers (estate and inheritance 
taxes) were assigned to Chapter 3, Taxes on Capital. It is also to be noted 
that although the major subdivisions of each chapter in Part I for each re- 
port are intended to correspond, this is not considered a rigid requirement 
and the published reports do present considerable variations, particularly in 
Chapter 1. 

Each chapter contains a detailed table of contents based on a uniform num- 
bering system. For example, Chapter 3 of the United Kingdom volume, en- 
titled Taxes on Capital, reveals this formulation : 


3/1. Description of Taxes on Capital 


3/2. Land Tax 
3/2.1 Nature and Origin 
3/2.2 Present Status 


3/3. Local Taxes on Real Property—‘‘ Rates”’ 
3/3.1 Historical Background 
3/3.2. The Taxpayer 
3/3.3 Taxable Property 
3/3.4 Determination of ‘‘Ratable Value’’ 
3/3.5 Administration 
a. Preparation of valuation lists 
b. Determination of rate of tax 
ce. Recovery of rates 


19 From a statement in the World Tax Series General Outline (undated). 
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3/4. Mineral Rights Duty 
3/5. Estate Duty 
3/5.1 History of Death Taxes 
3/5.2 Subject of the Tax 
3/5.3 Property Deemed to Pass on Death 
. Gifts in contemplation of death 
. Gifts within five years of death 
. Gifts with an interest reserved 
. Life Insurance policies 
. Transfers to controlling corporations 
. Exceptions 
3/5.4 Exemptions from Estate Tax 
3/5.5 Valuation 
a. Shares and securities quoted on an exchange 
b. Unlisted shares and securities 


3/5.6 Deductions 
3/5.7 Rates of Tax 
a. Marginal relief 
b. Quick succession allowance 
3/5.8 International Aspects 
a. General Principles 
b. Situs of Property 
c. Double taxation agreements 
3/5.9 Returns 
3/5.10 Payment of Tax 
3/5.11 Persons Liable for Tax 
3/5.12 Appeals 


momM8&8 eo & 


Part II of each volume (Chapters 5 through 13) contains a detailed analy- 
sis of taxes on income. Each chapter heading in the reports on the United 
Kingdom and Brazil are identical. It was further intended that the major 
subdivisions of each chapter would be the same. However, it was discovered 
that the fundamental differences existing between tax systems made slight 
differences in this respect necessary. Such variations, it should be pointed out, 
do not seem to detract from the disciplinary purpose of the master outline 
and uniform numbering system, nor do they interfere with the utility of the 
reports. 

In preparing the detailed analysis of the income tax section of a country’s 
tax system in Part II, separate attention is given to classes of taxpayers, prin- 
ciples of income determination, business income, income from personal serv- 
ices, income from capital, income from special activities and from miscel- 
laneous sources, international aspects of income taxation, computation of the 











390 TAX LAW REVIEW [Vol. 13: 


tax, reproductions of the most recent available individual and corporate tax 
return forms, and administration and procedure. 

Part III of the master guide indicates that it has here been found necessary 
to give the most ground to the principle of flexibility. This part of each work 
is intended to embrace a detailed analysis of taxes other than the income tax. 
In the United Kingdom volume it was necessary to devote a chapter of some 
thirty pages to the profits tax and a chapter of similar length to the purchase 
tax. In the report on Brazil, it has been found necessary to give separate chap- 
ter treatment to the excess profits tax, sales and export taxes, excise taxes, 
stamp taxes, business taxes, and the real property transfer tax. 

3. Uniform Terminology. Although primarily directed toward the prob- 
lem of communications, a third technique, designed in some measure to organ- 
ize the World Tax Series volumes, is the attempt to standardize the termi- 
nology of the Series. Thus terms such as ‘‘gross receipts,’’ ‘‘exclusion,”’ 
‘‘eross income,’’ ‘‘exemption,’’ ‘‘deduction,’’ ‘‘net income, allowance,’’ 
‘“presumptive income,’’ ‘‘taxable income,”’ ‘‘credit,’’ ‘‘real property,’’ and 
‘‘movables’’ are defined and used with uniform application. However, in the 
difficult area of international tax concepts there has been no attempt to 
standardize such concepts as ‘‘nationality,’’ ‘‘citizenship,’’ ‘‘domicile,’’ and 
‘“residence.’’ These meanings, in so far as they are applicable, are defined in 
each individual report.”° 


9? ¢¢ 


B. PERSONNEL AND PREPARATION OF THE REPORTS 


The problems attendant upon the preparation of the master guide discussed 
above seem almost insignificant when compared to the variety of problems 
faced in recruiting the necessary qualified personnel and in preparing and 
checking the manuscript. These problems will be considered under headings 
corresponding to the three basic categories of personnel involved in produc- 
ing each report: (1) correspondents; (2) editors; and (3) consultants. 

By way of explanation, it should be pointed out that in this area a standard 
formula has yet to be found, and it is unlikely that such is possible or desir- 
able. Of necessity, each country must be handled on an ad hoc basis. This does 
not mean, however, that certain patterns have not been developed which have 
proved more successful than others, as the discussion below will indicate. 

1. Correspondents. In broad outline, the operational theory of the World 
Tax Series contemplated the production of a report on a particular country 
by the preparation of a preliminary draft by a foreign correspondent, to be 
edited at Cambridge and checked by consultants in the United States and in 
the country of the report. Under such a theory of operations, the initial task 
was to select a correspondent to prepare the preliminary draft; considerable 
effort was expended along this line by the Director of the Series working 
through leads furnished from a variety of sources. In most cases this involved 





20 See, ¢.g., HARVARD Law Scuoot IPT, op. cit. supra note 1, §§ 5/1.2, 5/2.2 and Chapter 
2. 
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foreign travel for the establishment of a personal contact or a series of such 
contacts. 

It was quickly discovered that the selection of foreign correspondents was 
complicated by the required division of labor. In no instance to date have 
qualified persons been found who have been able to devote the necessary time 
to the preparation of the entire preliminary draft. Thus Chapter 1, dealing 
with the background of the tax system which includes a summary of the 
country’s history, legal, fiscal and economic institutions, may in some cases 
be assigned, at least in part, to an economist. The summary of taxes on income 
in Chapter 2 and the detailed analysis of the income taxes found in Part II 
were usually assigned to a practicing international tax lawyer of this country 
or to a tax lawyer or accountant of the country of the report. Preparation of 
other chapters of the report were sometimes handled by known specialists on 
the subject of such chapters. For two of the forthcoming reports the pre- 
liminary drafts have been assigned to teams of governmental tax officials ; 24 
in another instance, a research group at a foreign law school was asked to 
do some of the preliminary draft work.?? 

How well has this operational theory worked out in practice? If the answer 
to this question is to be based on the published volumes (United Kingdom, 
Brazil, and Mexico) and two of the three volumes scheduled for publication 
in 1958 (Australia and Colombia), the answer is that in large measure it has 
not proved to be practical ; it has been necessary for a substantial part of the 
preliminary drafts to be rewritten by the ‘‘editors’’ in Cambridge. To this 
extent, then, the term ‘‘editor’’ is a misnomer when applied to work on indi- 
vidual books, and its use in this article must be taken subject to this qualifica- 
tion. 

Where the preliminary drafts have been prepared at Cambridge by the 
editors, it does not mean, as will be more fully pointed out below, that the 
work of the correspondent in checking the manuscript for accuracy is not of 
an essential and critical nature. It must be noted here that the quality and 
technical accuracy of the published volumes can in large measure be attrib- 
uted to contributions and criticisms of the foreign correspondents as the 
drafting proceeded in Cambridge. 

The foregoing does not mean that the basic theory of initial preparation of 
preliminary drafts by foreign correspondents has been abandoned. However, 
the experience that has been acquired has resulted in an administrative reap- 
praisal of the time required in preparation for publication. It is evident that 
where the responsibility for the preparation of preliminary drafts is assumed 
by the editors at Cambridge, estimates of time necessary to produce a finished 
product must be made from the point of view of their increased responsibility 
rather than from that which originally contemplated purely editorial treat- 
ment at Cambridge. 

In the future it is probable that in all instances it will be necessary for an 


21 France and Japan. 
22 Australia. 
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editor, even where a satisfactory preliminary draft has been prepared else- 
where, to ‘‘beef-up’’ that draft by additional research of his own, perhaps 
with the aid of research assistants.”* It will be a rare case where a preliminary 
draft will be found to reveal sufficient insights and adequate adherence to the 
master outline so that only minor editing will be necessary before mimeo- 
graphing, at which stage critical comments are invited from the consultants, 
advisers, and tax officials of the country involved. 

Such an operational process, however, raises serious problems in the case 
of countries where there is a difficult language barrier. In such instances, it 
will probably be necessary to reassign preliminary drafts prepared in the 
country of the report until a sufficiently advanced stage of preparation has 
been reached so that only editing will be necessary at Cambridge. 

Regardless of the source of the preliminary drafts, the correspondent has 
an even more important role in the substantive editing of the draft. This 
function cannot be stressed too strongly. The accuracy and completeness with 
which he performs this role of providing answers to technical questions and 
of the details of foreign tax law may mean the difference between the por- 
trayal of a sterile structure of statutory existence and the one existing in 
practice. It may mean the difference between what might be an incomplete 
outline of a country’s tax system and a useful tool badly needed in the solu- 
tion of day-to-day tax problems. 

2. Editors. Experience to date indicates that the most satisfactory results 
have been obtained when it has been possible for the editor of a report to 
remain at Kendall House *4 in Cambridge for the requisite time to enable him 
to oversee the production of the report from beginning to end. In addition, 
considerable advantage flows from the fact that experience gained on one 
report can be carried over to a second and third report, thereby increasing 
quality and efficiency. 

Recruiting editors for one, two, and three-year periods is, of course, a dif- 
ferent and more serious problem than when recruiting correspondents whose 
work can, if necessary, be divided and done in spare time. No specific patterns 
have been developed by the World Tax Series in this respect; editors have 


23 The international composition of the Harvard Law School student body has proved 
to be invaluable in this respect. Able student research assistants with the requisite lan- 
guage facilities have as a rule been available. 

24 ‘Every student of human institutions is familiar with the standard test by which 
the importance of the individual may be assessed. The number of doors to be passed, the 
number of his personal assistants, the number of his telephone receivers—these three 
figures, taken with the depth of his carpet in centimeters, have given us a simple formula 
that is reliable for the most parts of the world. It is less widely known that the same sort 
of measurement is applicable, but in reverse, to the institution itself. 

‘*Take, for example, a publishing organization. Publishers have a strong tendency, as 
we know, to live in a state of chaotic squalor. The visitor who applies at the obvious en- 
trance is led outside and around the block, down an alley and up three flights of stairs. A 
research establishment is similarly housed, as a rule, on the ground floor of what was once 
a private house, a crazy wooden corridor leading thence to a corrugated iron hut in what 
was once the garden.’’ PARKINSON, PARKINSON’s Law 59 (1957). 
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been recruited from a variety of places, including law practices, the govern- 
ment, and other law schools.”® 

Where the work of the editor begins with a preliminary draft that has 
been prepared by one or more correspondents or consultants, his first task is 
to see that the draft is brought to the mimeograph stage.*® Ordinarily, before 
this stage is reached, the editor will have embarked upon some research of 
his own and, in addition, will have thrashed out a variety of technical prob- 
lems by mail with the foreign correspondent (the implications for delay here 
are patent). 

How long does it take for the correspondents or editor to prepare a pre- 
liminary draft? How long does it take an editor to whip the draft into shape 
for checking and revision in mimeograph form? At one time it was considered 
one year would be sufficient for the whole process—from the preparation of 
the draft to the published book.?7 But again, experience has indicated that 
there is no easy answer available to such questions. Drastic substantive 
changes in a country’s tax laws, overworked correspondents and consultants, 
illness, and even death have all had a part in causing delay during the early 
years of the World Tax Series. All of the reports that have been published 
have experienced frustrating delays that have interfered with the most con- 
servative of time schedules. Undoubtedly, future reports will be subject to 
the same delays and frustrations, but it does seem apparent that careful 
initial selection of correspondents and the retention of editors at Kendall 
House for substantial periods of time will result in the elimination of delay 
and increased efficiency. 

3. Consultants. Once the manuscript has been put in mimeographed form, 
the editor can put it aside temporarily to await completion by a variety of 
consultants of the task of checking the manuscript for detailed accuracy and 
for the feel of the foreign tax system. The object of this process is to see how 
adequately the book covers the tax problems faced by the American or 
foreign lawyers, as well as the position taken on such problems by the tax 
authorities in the country involved. The original correspondents also partici- 
pate in this process. 

When the various comments on the manuscript have been returned to Cam- 
bridge, the editor resumes control and incorporates the pertinent suggestions 
in the draft. When this is completed, the manuscript is ready for final editing 
for form by a separate section of the staff. This process involves readying of 
the manuscript for the printer, the preparation of the index, and a variety of 
other details concerned with actual publication and promotion.** Normally 


25 For a discussion of the recruiting problems attendant upon group research in law, see 
Cavers, Manpower for Research, 8 J. LEGAL Ep. 267 (1955). 

26 Most reports go through one or more mimeograph stages. This is not a goal in itself, 
however, but simply a convenient way of providing sufficient copies for the large number 
of people involved in the final production of each report. 

27 See Barnes, supra note 11. 

28 This section of the Kendall House staff is headed by Clifford Greck, an experienced 
publishing house man. 
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a period of twelve weeks is required from the time of final manuscript to book 
form and distribution. 

Plans for the future contemplate a register to be maintained at staff head- 
quarters for recording questions received from tax practitioners who have 
worked with the published reports. Thus the experience in working with the 
published volumes will be recorded and evaluated, and in course of time such 
problems or questions not covered by the reports will be considered for in- 
corporation in the master guide and included in future reports. 


III. TAXATION IN THE UNITED KinGDoM 


It cannot be assumed that the average tax lawyer or policy-maker in the 
United States has more than a superficial knowledge of the tax system of the 
United Kingdom. Reference to Taxation in the United Kingdom should prove 
to be of more than ordinary usefulness in helping to fill the gaps. The report 
presents the tax system of the United Kingdom in terms that communicate 
directly with the American reader at whom it is aimed (the English reader, 
familiar with his own tax system, however, should experience no difficulty 
with terminology). 

Interest in United Kingdom tax techniques is apt to center on the income 
tax, although it is to be noted that some 46 per cent of the total tax revenue 
of the central government in the United Kingdom in 1955 was derived from 
taxes on transactions. Space considerations limit description here to the 
following features of income taxation in the United Kingdom: *° the profits 
tax; taxation of business income and capital gains; anti-avoidance tech- 
niques ; and taxation of income from foreign sources. 


A. Prorits Tax 


The current profits tax on corporate earnings commands attention for a 
number of reasons. Its brief history reveals how dynamic the evolutionary 
processes of a taxing measure can be. The profits tax (at first termed ‘‘Na- 
tional Defense Contribution’’) was imposed by statute in 1937 as a temporary 
tax on business profits (the rate on corporate earnings was five per cent; on 
other businesses four per cent) to help finance the defense program. In 1947 
the function of the profits tax was expanded to include the control of infla- 
tion. At that time the corporate rate was increased to 25 per cent, with a 15 
per cent credit if no distributions were made, in which case a ten per cent 
effective rate remained. Other businesses were eliminated from the scope of 
the tax. Finally, in 1952 the inflation control function was emphasized by 
reduction of the maximum rate of 50 per cent to 22-1/2 per cent and the re- 
sulting reduction of the effective rate from ten per cent to two and one-half 
per cent. Under the 1956 Revenue Act the maximum rate was increased to 30 
per cent and the effective rate to three per cent. 





29 Elsewhere I have commented on the United Kingdom techniques with respect to the 
integration of the individual and corporate income taxes, See Chommie, Surtax Avoidance 
and Extra Taxation of Corporate Earnings in the United States, United Kingdom, and 
Canada, 12 Tax L. Rev. 279 (1957), reprinted in 5 Can. Tax J. 237 (1957) 
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A second interesting facet of the profits tax is seen in the effect it seems to 
have had in bringing about the acceptance of the corporation as a taxable 
entity divorced from its shareholders. While in theory the United Kingdom 
income tax is levied on corporations as separate entities, this is disregarded 
to the extent of distributed dividends, which are excluded from individual 
income tax but grossed-up and included for surtax purposes. Further, it is to 
be noted that the Radcliffe Commission recommended that profits tax be 
levied at a flat rate sufficient to meet current revenue yields.*° If adopted, 
this would not only constitute a further evolutionary stage in the profits tax 
and a coming of full circle since 1937, but would fix the profits tax more 
firmly than ever as a revenue measure in the United Kingdom taxing struc- 
ture. Under a business practice of a ‘‘ pound for the shareholder and a pound 
for the corporation,’’ it would probably also mean a fiat rate of at least ten 
per cent if current revenue yields are to be matched. 

The final and perhaps most interesting aspect of the United Kingdom 
profits tax is the boldness with which an important tax law was used for 
non-revenue purposes.*! The Federal Government of the United States, of 
course, has used tax measures for non-revenue purposes, such as those involv- 
ing interstate shipment of firearms, estate and gift transfers, and gambling. 
However, its experiments have been rare and without much impact on the 
economy, with the exception of the undistributed profits tax of 1936-1939. 
If the British experiment with profits tax as an instrument of inflation con- 
trol has concededly been successful, it might well serve as an object-lesson to 
this country, or at least one to be thoroughly studied. The highly controversial 
issues and emotional reactions involved in proposals to use the taxing power 
for economic purposes would seem to make studies of tried experiments most 
worthwhile. 


B. Business INCOME AND CAPITAL GAINS TAX 


Undoubtedly a general awareness exists in the United States that the Eng- 
lish (and Canadians) do not tax ‘‘capital gains,’’ an awareness that assumes 
perhaps that the term ‘‘capital gain’’ has the same meaning or content in 
both tax systems. It is perhaps also assumed that the capital gains exclusion 
in the United Kingdom system is a product of an expressed legislative policy. 
Neither assumption is correct. 

Perhaps the most fruitful comparisons of the tax treatment of capital gains 
in the United States and in the United Kingdom can be made on the basis of 
comparable transactions.®? However, some basic conceptual positions in both 


30 The Royal Commission on the Taxation of Income and Profits, Cmp. No. 9474, e. 30 
(1955). 

81 The same boldness has been exhibited with the purchase tax, an ad valorem sales tax 
imposed at the wholesale level, at rates ranging from five per cent to 90 per cent, which is 
designed not only as a ‘‘ revenue measure but as an instrument of economic policy whereby 
the production and consumption of different categories of goods may be stimulated or dis- 
couraged.’’ HARVARD Law Scuoot IPT, op. cit. supra note 1, at 455. | 

82 While the World Tax Series reports contain isolated comparative notes, no attempt is 
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countries are worth noting. In the first place, the capital gain preference in 
the United States is a product of detailed statutory definition, with special 
rules applicable to specific types of transactions, such as sales of industrial 
property and livestock and corporate liquidations and reorganizations. In 
the United Kingdom the terms ‘‘income’’ and ‘‘capital gain’’ are nowhere 
defined in the basic taxing statutes. The statutes simply list under schedules 
those categories of income which are subject to tax. Since ‘‘capital gain’’ is 
not included in express terms, there is no covering schedule by which such 
gains can be brought into tax. 

The foregoing basic approach in the United Kingdom, however, has not 
precluded the inclusion of gains from the sale of certain property. These 
gains are judicially characterized as trading or business profits and brought 
into tax under Schedule D, Case I. Broadly, the criterion is whether the sale 
was made as ‘‘an adventure in the nature of trade,’’ and the distinction 
drawn is that between ‘‘casual sales,’’ the gain from which is not taxed, and 
‘habitual sales,’’ the gain from which is treated as business income.** In 
a sense, there is a comparable development in the United States with respect 
to real estate and security buying and selling, but the differences in con- 
ceptual approach require that comparisons in this area be made with these 
fundamental differences in mind. 

Actually, however, capital gains of the individual investor in the United 
Kingdom are excluded from income tax, while in the United States they are 
taxed (dealer situations in both countries excepted). Since the weight of the 
United States capital gain policy falls predominantly on the sale of securities, 
it is possible that the proponents of capital gain exclusion, whose arguments 
are usually based on the need for unhampered capital formation, may find 
support in the United Kingdom’s experience in this respect. 

The difficulty with relying on United Kingdom experience in this area, 
however, is that there is no empirical data to support the suggestion that 
capital formation in the United States has been retarded or that such forma- 
tion in the United Kingdom has been fostered by the respective tax policies 
of the two countries. It is to be noted parenthetically that a return of the 
Labor Party to power in England would probably see the abolition of the 
present capital gain exclusion in the United Kingdom,* a position favored 
by the minority in the recent report issued by the Radcliffe Commission.*® 


made to present a country’s tax system comparatively. However, Walter Brudno and 
Lawrence D. Hollman, of the Washington, D.C. Bar, who aided Mr. Brudno in the prepa- 
ration of the United Kingdom report, have collaborated in a comparative analysis of 
capital gain transactions in the United States and United Kingdom which will appear in 
the 1958 volume of the British Tax Review. 

88 The United Kingdom volume contains an excellent analysis and summary of the 
judicial developments. Harvard Law Scoot IPT, op. cit. supra note 1, § 9 /8. 

84 See Jay, Labour and Tax Reform, 1957 BritisH Tax REv. 16, 19-20. 

85 CMD. No. 9474, supra note 30, at 365, stating that ‘‘the tax exemption of the so- 
called capital profits of various kinds represents the most serious omission in our present 
system of income taxation.’’ 
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C. ANTI-AVOIDANCE TECHNIQUES: Faminy Trusts 


If a multitude of anti-avoidance devices in a nation’s tax legislation is a 
hallmark of a mature and sophisticated tax system, the United Kingdom sys- 
tem qualifies. The 1952 Income Tax Act, the basic taxing instrument, contains 
a multitude of provisions designed to meet developed abuses, particularly 
with regard to surtax avoidance. Attention here will be limited to provisions 
dealing with family trusts. 

United Kingdom tax law, like United States tax law, recognizes the basic 
principle that income from property is attributed to the owner and that in- 
come from services is attributed to the person rendering the services.°* How- 
ever, that indispensable American tax planner’s friend, the family trust, has 
not fared very well in the hands of the British Parliament. In the first place, 
section 354 of the Income Tax Act provides that the income of a married 
woman be imputed to her husband.** Second, the income of a trust (settle- 
ment) paid to an unmarried infant child of the settlor or which is accumu- 
lated for the child is taxable to the settlor. Excepted from the latter rule is 
‘‘income from an irrevocable settlement.’’ 8° The term ‘‘revocable’’ is given 
an extremely narrow meaning—a power to revoke in anyone is sufficient to 
bring it within the definition—and other provisions block reciprocal devices. 

These provisions seem to leave the family trust device only of limited util- 
ity in the United Kingdom from the standpoint of income-splitting and sur- 
tax avoidance. One wonders whether those who would have United States tax 
policy-makers emulate the United Kingdom tax treatment of capital gains 
would be willing to accept other features of the United Kingdom system, such 
as these provisions dealing with family trusts. 


D. Foreign Source INcoME 


One of the most useful services performed by the World Tax Series is the 
collection in Chapter 11 of each report of the variety of rules pertaining to 
taxation of residents on income from foreign sources and of non-residents on 
income from domestic sources. These highly complex areas have proved to be 
emotionally charged battlegrounds in both capital importing and exporting 
countries since the end of World War II, and it is apparent that United 
Kingdom policy-makers have not escaped the pressures generated by the 
British international business community. 

In broad outline, the traditional policy of United Kingdom tax legislation 
has been to tax the resident on his worldwide income and the non-resident on 
his income from United Kingdom sources. This residency approach is not 


36 Attribution rules in the United Kingdom are described in Harvarp Law Scuoou IPT, 
op. cit. supra note 1, § 6/8, except those pertaining to sales of securities ‘‘cum dividend’? 
and ‘‘ bond washing’’ (repurchase after sale prior to dividend date or interest date) which 
are described in Chapter 9; the special treatment of close corporations (section 245 com- 
panies) is discussed in Chapter 12. 

87 See HARVARD LAW Scuoot IPT, op. cit. supra note 1, § 5/1.3. 

88 Id. at 170. Also excepted are situations where the beneficiaries are contingent. 
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unlike that followed by most countries, and it is to be noted that it is in con- 
trast to the policy fundamental to the systems of the United States and some 
other countries of basing tax jurisdiction on the principle of nationality. A 
third possible basic theory for the assignment of tax jurisdiction is the appli- 
cation of the more impersonal doctrine of economic allegiance (source) to all, 
ignoring residency, domicile, and nationality. 

It is possible that the political realities forced on most tax systems com- 
mand adherence to either a residency or nationality approach to taxing 
foreign-source income. The argument, for example, that a foreign-earned 
dollar or pound should receive no different tax treatment than a domestic- 
earned dollar or pound is persuasive from a domestic point of view. How- 
ever, both residency and national approaches raise acute problems of double 
taxation. In the United States the traditional approach to these problems has 
been through the foreign tax credit and the double tax convention. Additional 
benefits for foreign investors have been bestowed through special provisions 
dealing with the functioning of foreign business in subsidiary form, includ- 
ing the specialized Western Hemisphere corporations. 

Oddly, the United Kingdom entered this area only in the recent postwar 
period, and then apparently with some reluctance. Commencing with the 
United States tax treaty in 1945, Britain has entered into comprehensive 
treaties with nineteen other nations and has made a variety of other treaties 
pertaining primarily to transportation. The tax credit provisions in the 
United States treaty have also provided the impetus for the non-treaty 
foreign tax credit provisions. 

Prior to the Finance Act of 1957, a non-resident subsidiary of a United 
Kingdom corporation would escape United Kingdom tax on foreign-source 
income in the same manner as would a United States subsidiary. However, in 
contrast to the United States Code provisions, the strict and narrow determi- 
nation of residency in the United Kingdom attributed the source of business 
income to the place of ‘‘control and management.’’ In the case of a corpora- 
tion this was dependent simply on the place of meeting of the board of di- 
rectors, a purely formal criterion. This approach, as is pointed out in Taza- 
tion in the United Kingdom, uses the term ‘‘source’’ with regard to business 
income not in a geographic sense (although that meaning is used for the 
credit provisions), but on the basis of ‘‘certain domestic and foreign ele- 
ments.’’ 8° Thus, for example, if all the corporate activities of a foreign sub- 
sidiary other than ‘‘mind and management”’ were carried on outside of the 
United Kingdom, the subsidiary would be a ‘‘resident’’ of the United King- 
dom and its income brought into tax. Moreover, removal to the de facto 
domicile or elsewhere in such cases is not an easy matter, since such removal 
requires Treasury approval. Also, removal would raise other corporate 
matters. 

However, a partial solution to such operational problems may be found 
in the recent Government-sponsored legislation designed to put British corpo- 


89 Td. at 314. 
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rations trading overseas in a better competitive position. This tax relief for 
corporations qualifying as ‘‘overseas trade companies’’ was enacted in the 
Finance Act of 1957. While its complex provisions create a variety of tech- 
nical problems * in general, it provides that a qualifying United Kingdom 
resident corporation engaged in selling to or in a foreign country or produc- 
ing in a foreign country is treated as a non-resident on its ‘‘trading’’ (as dis- 
tinguished from investment) income. Such income will be subject to United 
Kingdom tax only when distributed ; and distributions to non-residents are 
tax-free. This legislation would seem to afford British corporations some 
measure of flexibility with regard to overseas trading profits from the stand- 
point of reinvestment, expansion, and perhaps price competition. If a United 
Kingdom resident were in sharp competition with a United States corpora- 
tion operating in branch form, it might well force the latter into subsidiary 
formation in the foreign country. 

It has been suggested that the United Kingdom overseas trading company 
legislation ‘‘hardly justifies new relief provisions for American business with 
foreign operations.’’ 44 However, it may be anticipated that this United 
Kingdom legislation will be used for its maximum effect in renewed lobbying 
activities in the United States.4? And, of course, the British legislation does 
raise the question of transmissibility. It is to be noted that the basic policy 
and provisions for implementation of the overseas trade company legislation 
are not unlike those advocated in a study sponsored by Harvard’s Interna- 
tional Program in Taxation in 1955.‘* It may be that United Kingdom expe- 
rience with overseas trading companies will force a reexamination of our 
own policies, unencumbered by the ‘‘slogan merchants.’’ Should this become 
a reality, the necessity for comparative analysis in this area is self-evident. 


IV. Utmiry anp CoMPLICATIONS 


The foregoing summary attempts to point out a few areas where British 
tax experience might prove transmissible. The purpose of this section will be 
to discuss the possible usefulness of the World Tax Series volumes to the vari- 
ous groups using worldwide tax information, as well as to raise some ques- 
tions about the possible effect of the volumes on future progress in the com- 
parative study of taxation. 


A. Groups Utiuizine Foreign Tax LiTeERATURE 


Inter alia, the World Tax Series volumes have been directed at the follow- 
ing groups: (1) tax practitioners; (2) government officials ; and (3) teachers 
of taxation. 


40 For a discussion thereof see Bronheim, Overseas Trade Corporations—A United King- 
dom Experiment, 35 Taxes 771 (1957). 

41 Id. at 780. 

42 See Surrey, Current Issues in the Taxation of Corporate Foreign Investment, 56 
Cotum. L. Rev. 815 (1956). 

43 BARLOW AND WENDER, FOREIGN INVESTMENT AND TAXATION (1955). 
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1. Tax Practitioners. The real test of the usefulness of the World Tax 
Series volumes to the American tax lawyer with foreign tax problems will 
come only over a period of time; effectiveness in this respect cannot be ap- 
praised from an armchair. The administrators of the World Tax Series are 
aware of this and have taken steps, as noted above, to incorporate experience 
gained in working with the volumes into the later editions, supplements, and 
other reports. 

The critical factor of supplementation is of prime importance where con- 
tinuing usefulness of the Series to the tax practitioner is concerned. If an 
illustration of the necessity for periodic supplementation and the publica- 
tion of new editions is needed, it can be found in the United Kingdom volume 
itself. The book was ready to go to press at the time of the April 9, 1957 
budget message of the Chancellor, which announced the overseas trade com- 
pany legislation discussed above. Normally, executive control of tax legisla- 
tion in England is such that few changes are made in the House of Commons 
after introduction of the annual finance bill. Because of the impact of the 
new legislation, it was necessary to provide a supplement to the United King- 
dom report based on the budget message rather than to await passage of the 
Finance Act later in the summer. This permitted immediate publication and 
distribution of the United Kingdom volume which reflected in some measure 
the new legislation (some technical changes were later made in the House). 

No permanent machinery for supplementation has yet been established by 
the World Tax Series, although the critical need for this service is recognized. 
However, the problem has been the subject of serious discussion preliminary 
and necessary to the actual formation of definite plans. The magnitude of the 
task is patent. By mid-1960 it is reasonably certain that twelve or more vol- 
umes will be in print. The three volumes now published will then be three 
years old. Thus publication of one supplement a month will be necessary to 
keep the volumes on at least an annual basis. 

Apart from supplementation, a number of features should commend the 
World Taz Series volumes to tax practitioners. However, it should be noted 
that the volumes hardly qualify as ‘‘how to do it’’ books. It is true that in a 
number of instances in the volume on the United Kingdom alternative courses 
of action are presented in such form as to suggest such an approach. For ex- 
ample, the description of foreign business operations (section 11/2.14) char- 
acterizes the tax effects of foreign operations under these headings: foreign 
branches, subsidiaries controlled in the United Kingdom, subsidiaries con- 
trolled abroad, and direct ownership of non-resident foreign trade corpora- 
tions. For the most part, however, the tax rules are described analytically 
rather than functionally, though examples are plentiful and helpful. 

Not the least important of the uses to which the Series volumes may be 
put is that of enabling a tax lawyer in the United States to communicate more 
effectively with a foreign lawyer, accountant, or government official. For ex- 
ample, American tax terms such as ‘‘depreciation’’ and ‘‘ pension fund’’ are 
used in the United Kingdom volume in conjunction with the corresponding 
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British terms of ‘‘capital allowance’’ and ‘‘superannuation fund.’’ In the 
volumes on Brazil and Mexico, corresponding Spanish terms are indicated 
opposite their American equivalents. Each volume contains a useful table of 
statutes referred to in the text. 

In the operational and planning areas of foreign investment, the volumes 
should prove to be of considerable value not only in their statement of the tax 
rules, but in the leads furnished, particularly in Chapter 1, to other areas of 
study required in making final decisions on business matters, such as forms 
of business organizations and labor law and policies. 

2. Government Officials. Perhaps the primary interest of the United Na- 
tions Secretariat as consultant to the World Tax Series lies in the benefit that 
is possible in the promotion of tax reform through the dissemination of world- 
wide tax knowledge. It is clear that a modern tax system, responsive to needs 
for economic development, can aid, or at least be arranged so that it does not 
hinder, private capital formation. How do the published volumes perform 
from the standpoint of implementing tax reform? If descriptive analysis is 
sufficient, the task has been well done. On the other hand, the volumes are 
not, and were not intended to be, critiques; they do not single out current 
problems of policy for special attention. Since the reports are prepared in 
large part by American tax writers, a critical analysis of the tax law and 
policy of a foreign country would be next to impossible, especially within 
the confines of a single volume. In any event, perhaps this is a task best left 
to the foreign analyst. However, the analytical description contained in the 
World Tax Series volumes may prove of considerable value to the foreign 
country, from the standpoint of insights gained, in respect of one’s own tax 
system when observed through foreign eyes. 

Government officials in the United States should also find the reports of 
value. The Bureau of Foreign Commerce and the International Tax Rela- 
tions Division of the Internal Revenue Service may find that the volumes are 
tailor-made for their various information programs. And by using the vol- 
umes as research tools in making comparative tax studies, the Treasury, the 
Joint Committee, and others at the policy-making level may find transmis- 
sible techniques that have been overlooked. 

3. Teachers of Taxation. It is quite possible that the World Tax Series vol- 
umes will stimulate interest in formal training in taxation in foreign uni- 
versities and law schools. As a whole, and particularly in underdeveloped 
countries, taxation as a pedagogical matter seems to have been largely 
neglected. Even in England formal tax training seems to be limited to 
courses designed for applicants for the solicitor’s examination.** Perhaps the 
lack of formal tax training in foreign universities and law schools is in part 
due to the fact that the accountant plays a more dominant role in the tax 
practice of those countries than he does in the United States. In addition, the 
usual lag that exists between formal training and the problems faced in actual 


44 See Edlund, Contemporary English Legal Education, 10 J. Lecau Ep. 11, 21 n.51 
(1957). ; 
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practice, as well as a more academic approach to university training in gen- 
eral, may be contributing factors. 

In any event, the World Taz Series books should fit in with the traditional 
text-lecture system existing in most foreign universities and law schools (as- 
suming that the needed translations are provided). In the civil law countries 
where the scholar has long been influential in law reform, formal tax training 
for the accountant and lawyer would almost seem a prerequisite if the 
nation’s tax structure is to be kept tuned to its changing and developing 
needs. 

Though it was late in coming, formal tax training in American law schools 
is now well established ; most American law students receive fairly intense 
training in federal income taxation. However, this tax training has suffered 
from the lack of materials that could be used for making fruitful compari- 
sons.*® The World Tax Series volumes should prove to be of value not only in 
the basic tax courses, but as source material for advanced seminar and grad- 
uate work. 

As far as the research aspect of the tax teacher’s job is concerned, it hardly 
needs to be pointed out that the World Taz Series volumes will open up new 
fields for discovery and critical analysis. The same observation, of course, 
applies to the numerous practitioners and government officials whose works 
fill the pages of the law journals and reviews. 


B. A Proposep INSTITUTE OF COMPARATIVE TAX STUDIES 


In an institutional frame of reference, the question remains: where do we 
go from here? Are there further public services in the international tax field 
which could be rendered by the law schools in their research capacities? The 
World Tax Series, it is submitted, has simply inaugurated the possibilities 
of group research in tax law. What is suggested here—the establishment of an 
Institute of Comparative Tax Studies—is simply one of the many implica- 
tions of the Series for further public service. 

An Institute of Comparative Tax Studies would have the following basic 
objectives: (1) the sponsorship of critical comparative tax studies by indi- 
viduals and groups; and (2) the preparation of studies for foreign govern- 
ments upon request to serve as a basis for proposed legislation or admiunis- 
trative reform. 

1. Comparative Studies in Taxation. There is, of course, a considerable 
body of literature extant on foreign tax law. The bulk of this, however, is 
simply descriptive of a particular country’s tax law; it does not qualify as 
comparative, and the need for the latter is patent. 

The first objective—the sponsorship and publication of comparative tax 
studies—does not, from an operational viewpoint, constitute a new sugges- 
tion. For example, one of the recent studies sponsored by the International 
Program in Taxation at Harvard explores on a country-by-country basis base 


45 See Chommie, Why Neglect Comparative Taxation? 40 Minn. L. Rev. 219 (1956); 
Chommie, A Proposed Seminar in Comparative Taxation, 9 J. LrGat Ep. 502 (1957). 
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country (tax haven) operations.*® It seems clear that comparative studies 
could be carried on within the framework of such an organization. 

It would seem also that manuscript preparation of such studies would not 
have to be a centralized matter if adequate library facilities were available 
elsewhere. Foreign tax materials, of course, would be a critical factor in the 
preparation of such studies, and this might well limit actual work to the 
larger centers, such as Cambridge, New York, Washington, and Chicago. 

Personnel for the preparation would vary and might embrace visiting tax 
teachers, doctoral candidates, tax teachers and practitioners. The World Taz 
Series works could serve as basic working tools, as well as provide a source 
for selection of topics, such as the taxation of residents on foreign source in- 
come, tax incentive laws and policies, the taxation of extractive industries, 
and others. 

2. Preparation of Studies for Foreign Governments. Some mature coun- 
tries, for example, France, have long made use of comparative studies as a 
basis for proposed legislation. But it is a fair guess that policy-makers in 
most foreign countries, particularly underdeveloped countries, have neither 
the library facilities nor the personnel necessary for the preparation of tax 
studies on a comparative basis. This much seems evident from the traditional 
use by underdeveloped countries of foreign experts in the public finanee field. 
And the work of the United Nations, the International Bank for Reconstruc- 
tion and Development, the International Monetary Fund, and the United 
States Government under its Point Four program would have to be taken 
into consideration in formulating plans for an Institute of Comparative Tax 
Studies.*7 The experience of these groups would be invaluable, particularly 
in the communications area. However, it seems clear that an independent re- 
search organization, unencumbered with polities, could perform a worthwhile 
international community service in this field on a continuing basis. 

Without attempting to blueprint an operational plan, it is suggested that 
the experience of the Institute of Judicial Administration, which has head- 
quarters at New York University School of Law, might well be emulated. The 
work of the Institute in performing studies for states, cities, judicial dis- 
tricts, and the like, is well known. Its experience, particularly with regard to 
problems in tax administration, might well be transmissible to the interna- 
tional area. 

The financing of an Institute of Comparative Tax Studies might, of course, 
be a serious matter. But the foundations and others with interest in interna- 
tional affairs might well consider that this practical type of service would 
result in providing a tangible basis for international understanding going 
beyond other efforts they have made in this respect. 


46 GIBBONS, TAX FACTORS IN BASING INTERNATIONAL BUSINESS ABROAD (1957). 

47 For a summary of the fiscal advisory functions of the United Nations International 
Bank for Reconstruction and Development, see Bloch, The Fiscal Advisory Functions of 
United Nations Technical Assistance (1957) (mimeographed). This paper which was 
prepared for the International Program in Taxation training unit, see note 10 supra, will 
be published in the JouRNAL or INTERNATIONAL ORGANIZATIONS. 
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CoNCLUSION 


The World Tax Series has made and is making an important contribution 
in the field of taxation by providing the business community and others with 
precise, descriptive tax materials of the major nations of the world not pre- 
viously available. But its efforts are even more important from the standpoint 
of the implications for future group research in tax law and the possible 
service that could be rendered to the international community in modernizing 
the tax systems of the world. One can only hope that eventually these impli- 
cations will be realized. 
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BRAZILIAN TAXES and 
BUSINESS ORGANIZATION 
by Walter H. Diamond 


A truly comprehensive portfolio, devoted exclusively to out- 
lining the rules and methods for profitably doing business in 
Brazil. This fact-filled book tells you: 


How to organize business enterprises 
What the investor should consider 

W hat individual taxes he pays 

What company and other taxes he pays 
What specific tax advantages are available 
What labor laws need to be considered 
How the patent and trade mark laws work 


Mr. Diamond is America’s foremost authority on foreign trade and 
taxes. He is the author of FOREIGN TAX AND TRADE BRIEFS, a 
continuing service which summarizes the trade and tax picture in 73 
countries. He is also the editor of McGraw-Hill’s AMERICAN LETTER 
(Brazilian Edition). In the present portfolio, devoted exclusively to 
the Brazilian set-up, he expands his coverage to the point where all 
your practical questions are answered. 


It is an operating manual. In it, he tells you what to do and what 
not to do. He tells you what you can expect and exactly what it will 
cost you taxwise—in both cruzeiros and dollars. This, in fact, is the 
kind of answer book you can use as you go, when you do not have the 
time to stop and research your questions. 


Price $10. 


MATTHEW BENDER & COMPANY, INC. 
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INSTANT 


DEPRECIATION COMPUTER 
By Robert R. Herr, C.P.A. 


You can now compare, without computation, the depreciation charge for any year, 
in any life span—in any of the three main systems permitted under the new tax law. 


The new DEPRECIATION TABLES by Robert R. Herr, CPA, give you the answer 
at a glance. 300 large (8% x 11”) pages. 123,000 formula computations. Any 
depreciation figure is instantly findable for any taxable year or any month—just select 
the schedule you want, depending on the estimate of useful life. There, all on one 
page, in side-by-side columns, you find the IBM calculated results according to: 


1. THE STRAIGHT LINE METHOD both annual and monthly 


2. THE SUM OF THE YEARS-DIGITS METHOD both annual and 
monthly 
3. THE DECLINING BALANCE METHOD both annual and monthly 


In addition, you can find, all face-up on the open page, the figure for % of one year 
and %4 of the next—or any other such combination. 


By having these computations laid out to instant view, you save hours of computing 
time. But that’s only half of it. You invariably save tax money by the ease with 
which the results of the three depreciation methods can be compared, in advance. 
Faster tax depreciation frees current funds. Income producing taxpayers prefer it— 
and in this way you can demonstrate to a client HOW MUCH the faster depreciation 
means. With these tables, you will take advantage of the digit method when you 
should, which will be often. 


Also included with Herr’s DEPRECIATION TABLES: A complete and detailed 
analysis and explanation of the depreciation provisions of the new tax law, by a 
nationally known tax authority. This ANALYSIS AND EXPLANATION, by Brady O. 
Bryson, Attorney, of the law firm of Chapman, Bryson, Walsh & O’Connell (New 
York), is an important part of the publication. Mr. Bryson answers the questions 
that are bound to occur with reference to the new law. He points up many tax 
angles and ideas, the significance of which might otherwise be lost. 


2 Weeks’ Free Examination 


Price $6. 


MATTHEW BENDER & COMPANY, INC. 
Albany I, N. Y. 
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A GUIDE TO THE LAW 
By STANLEY & KILCULLEN 


written to make income tax law easier to understand. 


written for practicing lawyers and accountants, for stu- 
dents in law and business schools, for anyone who needs 
more than a casual knowledge of tax law. 


that discusses the sections of the 1954 Internal Revenue 
Code one by one in the order of the Code. 


that explains the meaning of the statutory language, that 
shows the relationship of one section to another, that 
points out the words requiring interpretation, and the 
direction that interpretation has taken. 


that covers all sections of general application and the 
most important court decisions. 


that is only 364 pages long. 


that is required or recommended reading in over 100 law 
and business schools throughout the country. 


that is now the standard elementary text on federal in- 
come taxation. 


Order from 364 Pages Price $7.50 
THE TAX CLUB PRESS Copy sent on approval at 
233 Broadway, New York 7, N. Y. your request 
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